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Accounting News And Trends 


Conforming Federal and State 

Taxable Income 

The Oregon Certified Public Account- 
ant (December, 1957) reports on the 
passing by a special session of the 
State Legislature of two tax provisions 
advocated by the Society—loss carry- 
forwards and accelerated depreciation. 
This question of elimination of differ- 
ences in the determination of taxable 
income under Federal and State laws 
was fully presented in our own maga- 
zine (November 1957) by Ira J. Pales- 
tin in his article “Conforming Federal 
and State Taxable Income.” The action 
taken in Oregon is symptomatic of the 
trend and it is interesting to note that 
some State Societies are actively work- 
ing toward this goal. 


Accounting Practice—Urban vs. Rural 
“Public Accounting in South Dakota” 

by Harry Olson, Bulletin No. 49 (No- 

vember, 1956) of the Business Research 


Bureau of the University of South 
Dakota is refreshing reading for the 


New York CPA. An entirely different 
way of professional life is suggested by 
the statistics on the number of prac- 
titioners—129 full-time public account- 
ants (estimated, since South Dakota. 
like New York, registers only CPAs) 
and 30 CPAs (12.540 in New York in 
1955). Another arresting fact: in the 





AccounTING News AND TRENDs is con- 
ducted by CuHarLes L. Savace, C.P.A. 
and member of the New York Bar. He 
is presently serving as chairman of our 
Society’s Committee on Members in the 
Field of Education. 

Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Division of St. Francis College. 
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quarter of a century ending in May, 
1956, 63 candidates have taken the 
CPA examination in South Dakota. 

Professional interest seems to be at 
an unusually high level because 28 of 
the 30 CPAs are members of the Siate 
Society and the percentage of members 
who also belong to the AICPA is above 
the national average. The types of 
clients served reflect the rural economy 
of the state with retail or wholesale 
firms just barely ahead of farms or 
ranches as the most popular business 
served. Manufacturing ranks eighth and 
is tied by such activities as hotels or 
motels, produce or commission dealers, 
and schools. Another fact that im- 
presses the subway-riding CPA is that 
most South Dakota accountants travel 
between 50 and 100 miles to serve their 
clients. 

The services rendered to these clients 
ranged from taxes (35% of the CPA’s 
time) to system installations (9%). 
Audits took nearly a third of the ae- 
countant’s working day while consult 
ing work ranked ahead of bookkeeping 
services. Part of the report contains 
a listing by businessmen of ways in 
which the public accountant might 
render a greater service. The items 
mentioned have a familiar ring: 

Give more and better tax advice. 

Reduce client load and furnish more 
and better service to remaining clients. 

Furnish prompt statements and re- 
ports. 


The Audit of Municipalities 

The difference in approach between 
the public accountant and _ the state 
examiner in the audit of a municipality 
is set forth by R. B. Vecellio in “State 
v. Independent Auditing of Municipal 
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now open. Call or write for Bulletin “S” giv- 


Classes begin 17-22. Registration is 


ing complete details. 


165 West 46 Street 
COlumbus 5-0819 





Accounts” (Municipal Finance, Novem. 
ber 1957). Because of his wider experi. 
ence, the public accountant can _ he 
expected to concern himself more with 
the appraisal and evaluation of the 
system of internal control than the 
state examiner does. He also is more 
likely to include in his audit program a 
review of accounting policies, practices, 
and procedures and to make recom. 
mendations for improvements therein, 
The state examiner, on the other hand. 
has a better understanding of public 
law, city charters, and legal decisions 
and in addition to checking to see that 
all moneys received are properly ac- 


counted for, the state examiner may } 


concentrate to perhaps a greater degree 
on ascertaining that all money that 
should have been received was actually 
received and accounted for. 


The Minnesota Legislature enacted in 
April, 1957 a law that points toward 
closer cooperation between the public 
accountants and the state examiners. 
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The provisions of this law, which might 
well serve as a guide to other states, 
include among others the following: 


1. The state agency shall serve as 
an advisor to the public accountant and 
provide answers to questions on gov- 
ernmental accounting, auditing, and 
municipal law. 


2. The state agency prescribes mini- 


' mum audit procedures and prepares 


systems and charts of accounts. 


3. The investigative powers of the 
state agency are at the public account- 
ant’s disposal if he is ever balked in 
his efforts to learn the truth of a matter 
he is auditing. 

4. The law imposes a duty on the 
public accountant to notify the public 
prosecutor and the state agency of any 
misconduct discovered in a municipal 
audit. This provision is designed to 
solve the dilemma of the CPA who, by 
his rules of professional conduct, is 
prohibited from voluntarily disclosing 
such information concerning his client. 


Shortages and Embezzlements 


Mr. J. B. Carson discusses a subject 
on which not much has been written in 
his article “Audits on Shortages and 
Embezzlements” (Bulletin Georgia So- 
ciety of Certified Public Accountants, 
September 1957). A CPA confronted. 
with this type of audit should find the 
many excellent suggestions contained in 
this article of considerable help. In 


the initial stages of an engagement } 


which is expected to disclose fraudulent 
manipulation of the accounts, an ac- 
countant should consider these points: 


l. An explanation to the client of 
the difficulty of estimating the time 
required because of the ramifications 
that may develop, and the need to meet 
with surety company representatives 
and attorneys. 

2. The establishing of a close rela- 
tion with the attorney as early as 


1958 














ACCOUNTANTS! 





TAX RETURNS 
REPORTS AND 
WORK SHEETS 


Reproduced 
On “Brunings”’ 
By Experts 


On Premises 


also 
Thermo-Fax 
and 
Mimeographing 
Accurate and 
Attractive 


TYPING 


Of Accountants’ 
Reports— 
Thoroughly 
Checked— 
Highly Skilled 
Personalized 
Service 


LILLIAN SAPADIN 


501 Fifth Avenue 
(corner 42nd St.) 


New York 17, N. Y. 

MUrray Hill 2-5346 

MUrray Hill 2-7364 
Since 1940 








When writing to advertiser kindly mention The New York Certified Public Accountant 


159 











Our 19th Year 


Serving all industries 


William 
- Schnuer, 


BBA-MBA 


“I can help you secure 
Dependable 
hard-to-get male and 
female personnel” 


Our highly skilled | staff 
of personnel specialists can 
solve your clients’ every 
need 


from 


CONTROLLER 
to Office Boy 


from 


Sales Manager 
to Sales Trainee 


For prompt, efficient 
Service, Call 


BRyant 9-7664 


Shirley Schnuer 
Licensee 


Wm. Schnuer 
Licensee 


EMPLOYMENT AGENCY 


100 West 42nd St. 
New York 36 


160 
























When writing to advertiser kindly mention The New York Certified Public Accountant 


possible in the engagement. His advice 
will be invaluable in gathering material 
in addition to accounting records that 
will be necessary as evidence if the 
matter goes to trial. 


3. The pointing out to the client that 
if a suspected employee is allowed to 
continue his control of cash, he might 
make a large “grab” during the course 
of the audit and disappear. 
ing of duties or the establishment of 
positive internal controls might have 
to be done immediately. 


4. Avoid calling in an employee and 
demanding his confession. This should 
be done by the attorney or the surety 
representative. If the employee insists 
on making a clean breast of the matter, 
take notes and ask him to sign them. 
If at all possible, this conversation 
should take place in the presence of 
the employer. 


5. It is a good policy to refrain from 
giving the client an estimate of his 
recovery from the surety company. 
Even if the face of the bond is recovered 
it is usually reduced by a number of 
professional fees. 

Some of the caveats listed in the 
article may also be of interest: 


1. Don’t disclose the poor condition 
of the records or the absence of internal 
controls if your report is intended to 
support the recovery of losses by your 
client. These suggestions can be given 
orally or in an informal unsigned 
memorandum. 


2. Don’t refer to any record as hav- 
ing been kept under the control of a 
particular employee unless prefaced by 
the statement that you were informed to 
this effect. 


for wrongful acts in any written con- 
munication. Confine the report to 4 
factual statement of what was shown 
by, or omitted from, the records. 


4. Don’t attempt to cover in youl 
report all the records that were found 
to be properly maintained. Limit the 
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report to essential matters related dj. 
rectly thereto. 


Auditing in Depth 


In setting forth certain suggestions to 
internal auditors, as he does in “Man- 
agement Looks At You” (The /nternal 
Auditor, December, 1957), Mr. William 
Bamert might also be speaking to CPAs, 
The management of any company, 
whether it be general management, sales 
management or engineer management, 
is never really interested in accounting 
or auditing for itself. Top management 
is, however, really interested in what the 
auditor can do to help them with their 
own consuming passion — increasing 
sales, cutting expenses, upgrading prod- 
uct quality, ete. 

This approach is often described as 
“constructive service to management” 
but is referred to by the author as 
“auditing in depth.” He points out how 
in specific instances the auditor can 
follow strands of his audit into non-ac- 
counting aspects and possibly contribute 
to the overall effectiveness of the busi- 
ness. For example, audits of accounts 
receivable can lead to disputed billings, 
which can lead to discount problems, 
which can lead to pricing schedules 
which are prime factors of the overall 
distribution policy. 


Any management worth its salt will 
gladly accept honest suggestions in the 
complex process of running a_ business 
if they are properly presented by the 
appropriate person. The manner of 
presentation involves the _ personality 
characteristics of the auditor, but the 
propriety of making the suggestion is 
never questioned if the concept of inter- 
nal auditing in depth is generally ac- 
cepted within the organization. The 
alert auditor who does not limit him- 
self to the audit program but who is 
seeking the answer to the question of 
whether the company is getting the most 
for each dollar spent can materially in 
crease his contribution to the company’s 
success. 
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An Adirondack View 


More Science Needed is the current 
big idea. Its the current fashion in 
thinking, and, like the new style wo- 
men’s mealsack dresses, it covers every- 
thing. 


But does it? What sciences? And 
what is included in science? For a long 
time now, since some of our old boys 
were college boys, it has been plain that 
our technical sciences were miles ahead 
of our social sciences. 


We have great know-how on how to 
move things, but have progressed little 
in how to move the thinking and fixed 
ideas of people. When a mountain stands 
in the way of a road, we find a way to 
remove it, go over it, go around it, or 
go through it. 


When a mouniain of selfishness or 
prejudice blocks the road of peace and 
better living, we know not what to do 
or where to try to go. More Social Sci- 
ence is needed—psychology, economics, 
salesmanship, philosophy. As someone 
said recently, “We need to learn how 
to make friends and influence our 
enemies.” 

CPA 


LEONARD HOUGHTON, 


Saranac Lake Branch of 


the “Adirondack Chapter” 
ee 
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Letters to the Editor 


Twenty-Sided Dice and 
Statistical Sampling 


In the December 1957 issue of The 
New York Certified Public Accountant, 
Leonard Houghton, author of “An Ad- 
irondack View,” suggests a new gim- 
mick for selecting random numbers: 
dice with 10 sides. Really, there’s nothing 
new under the sun and the auditor 
doesn’t have to wait until 1999, There 
are such dice in use. I saw a set in use 
in a Quality Control office where quality 
was evaluated on the basis of statistical 
sampling, about a year ago. As I re- 
member them, the dice had 20 sides 
each, there being two sets of numbers 
from zero through 9 scattered on the 


many facets. 


J. A. Dow Linc 
New York, N. Y. 


A Plea for Horizontal Specialists 


The technical part of the November 
12, 1957 general meeting of our Society 
was devoted to a discussion of “Spe- 
cialization in Accounting Practice.” It 
is an important subject to the account- 
ing profession—a profession which finds 
its scope so broadened and its ramifica- 
tions so diverse and complex, that it 
rightfully asks the questions: 


1. Is it within the ken and knowl- 
edge of any one individual to be suffi- 
ciently learned and capable to properly 
handle for clients all of the areas of 
accounting knowledge and__ practice 
which have developed in the profession ? 


2. Will the interests of the public be 


better served if the profession recog- 
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nizes and directs to the public’s atten. 
tion that they will be better served jf 
they seek out and retain the services of 
individuals or firms whose work and 
greater ability or knowledge in certain 
areas qualifies them to be considered 
as specialists in such areas? 


The meeting’s moderator, Dr. Eman. 
uel Saxe, and the four speakers pre. 
sented their respective viewpoints ex- 
cellently, despite the limitation of time 
placed upon them. In my opinion, 
further discussion of this subject should 
continue through either the medium of 
The New York Certified Public Ae- 
countant, future meetings on the subject, 
or a special committee of the Society 
to study and research the problems in- 
volved. 


It has been my growing conviction 
that the complexity of the profession 
shows definite trends toward some types 
of specialization. We must clarify the 
thinking of the profession and the pub- 
lic as to the areas of work which are 
to be deemed specialties, and we should 
develop a system of qualification and 
recognition whereby the individuals en- 
titled to the appellation of “Specialist” 
will be objectively recognized. 


Mr. Jack Seidman presented a bril- 
liant case to the jury for the general 
practitioner. But I do not happen to 
see, as he does, the same parallel be- 
tween the general practitioner in 
accounting with the general practitioner 
in the professions such as law and 
medicine. Theoretically, the average 
general practitioner in accounting should 
be able satisfactorily to handle the 
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situations or areas of work for which 
the specialist might be called in, jus 
as the general medical practitioner 
might be called upon in an emergency 
to perform a_ surgical operation for 
which ordinarily a surgeon would be 
employed. However, no one would dis. 
pute that the surgeon, as a_ normal 


| expectation, would perform the surgical 
| operation better. 


Also, I am sure that 
there would be no dispute that the 
specialist in an accounting area would 
handle the subject of his specialty better 
than the general practitioner. However, 
there is no parallel with medicine be. 
cause the accounting practitioner does 
not have emergencies which require 
such immediate action that there is no 
time in which to call in a specialist. 

If Mr. Seidman meant to imply that 
average accounting _ practitioner 
and that he should be qualified to han- 
dle a variety of matters in various areas 
and situations, he has made a good 
point. We sometimes refer to someone 
as “a good accountant,” meaning that 
he has a good working knowledge of 
many areas of accounting work and 
many types of business activity, but 
unfortunately we have to deal with 
average human beings and the supply 
of “supermen” is very limited. The 
man who specializes in a_ particular 
area is usually the best qualified and 
the one who has the last word on the 
subject. It would seem to be a logical 
conclusion that in matters of sufficient 
importance, in justice to the beneficiary 
of our services, the client should have 
the benefit of the specialist who is quali- 
fied and possesses the last word on the 
subject. 

The advocates for specialization ap- 
peared to have divided themselves into 
two groups. Mr. Allan C. George 
claimed that there was specialization by 
industries. The other two speakers, Mr. 


Leslie Mills and Mr. Roger Wellington, 
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advocated specialization as related to 
certain areas, such as taxation, 
ment contracts, management services, 
etc. In my opinion, the only true 
avenues for specialization for account. 
ing services are by areas or fields of 
activities. The trend toward specializa. 
tion in other professions, where special. 
ization has become an established fact. 
has been by the type of work or func. 
tion rather than by the type of client, 
For instance, physicians specialize in 
such areas as surgery, diseases of the 
heart, diseases of the skin, etc. No 
one ever heard of doctors being con- 
sidered as specializing in tall men or 
short ones, plumbers or stenographers, 
in residents of Park Avenue or Brook- 
lyn. Take also the legal profession; 
lawyers may specialize in trial work, 
brief writing, in real estate, in criminal 
matters, accident cases, etc. One does 
not hear of attorneys who are special- 
ists in steel mills or dress manufac. 
turers. In none of these professions 
is there true specialization by the type 
of the client or the patient. 

There is nothing inherent in the ac- 
counting problems of a particular in- 
dustry which entitles an accountant to 
claim that he is a specialist in such 
industry. The accountant who happens 
to have a preponderance of clients in 
a particular industry conducts _ his 
accounting practice with no basic differ- 
ence from the accounting practice of 
another accountant who handles clients 
in a number of varied and diverse in- 
dustries. The circumstance where an 
accountant has more clients in a_ par- 
ticular field of industry than he does 
in other industries, indicates only that 
he runs more frequently into the same 
situations and procedures than does 
the accountant with the varied and 
diverse clientele. Repetition and rote are 
not by themselves an accomplishment or 
evidence of expertness to qualify for 


eovern- 


specialization. At most it is a trend 
toward similarity and routine, which 
March 
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may not be as beneficial to the client 
as the fresh approach, which a differ- 
ent industry presents to the experienced 
public accountant. 

True specialists can only be in- 
dividuals. A firm of specialists can 
only be a partnership of such individual 
specialists. As characterized by one 
of the speakers at the meeting, the 
specialist who works in certain areas, 
such as taxes, management service, cost 
finding or other subjects, is the “hori- 
zontal specialist.” Such “horizontal 
specialists” are individuals who have 
devoted time and effort to research and 
study, combined with varied experience 
in the area of their work. They pre- 
sumably possess the last word on their 
particular subject of — specialization. 
Their field of work knows no barrier 
of particular industries or type of or- 
ganization, and the problems as_per- 
taining to a particular industry are only 
incidental phases of their area of spe- 
cialization. How these “horizontal 
specialists” should receive some form 
of recognition and _ professional ap- 
proval, is a project to which our Society 
can very usefully devote its efforts. 
The growing complexity and ramifica- 
tions of accountancy indicate that the 
development of specialization is inevit- 
able in our profession’s growth but our 
efforts should be channelled into the 
areas of true specialization by areas or 
fields of work, and not by industries. 

JoserpH Getz, CPA 
New York, N. Y. 


Accountants’ Fees and Billing 
Procedures 

Many accounting firms, when using 
the retainer contract basis, arrange with 
their clients for flat monthly fees which 
include end-year closings and the prep- 
aration of income tax returns. In most 
cases, it is more advantageous to charge 
monthly for monthly services only, and 
annually for annual services. Clients, 
especially during lean years, scrutinize 
their overhead expenses very closely, 
and monthly accounting fees come to 
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their attention twelve times a year, If 
these monthly fees include a prorata 
share of the fees for the year-end clos. 
ing and fees for the preparation o° the 
income tax returns, the fees that the 
client has to pay every month are of 
necessity higher. It is therefore obvious 
that the client is tempted twelve times 
a year to reduce these higher account. 
ing fees. Also, when there is a question 
of an increase in fees, it is more likely 
that the client will raise lower monthly 
fees rather than higher monthly fees, 
The annual fees for closing and income 
taxes, once established, rarely come 
under discussion when changes in 
monthly fees are discussed. 

It follows, of course, that the CPA 
should also charge separately for in- 
come tax examinations. It is not always 
possible to know, in advance, when the 
client will have an income tax examina- 
tion. Therefore, such services cannot 
be included in the monthly fees. Fur- 
thermore, although these examinations 
sometimes do not last more than half a 
day, income tax examinations often 
drag on for days or even weeks. Such 
examinations require much time and 
effort on the part of the CPA and serv- 
ices connected with such examinations 
are of the highest type and most <ifficult 
to handle. Clients usually recognize the 
importance of these services to them, as 
special services, and do not object to 
paying for them separately. 

As to special investigations, they are 
usually outside the scope of the regular 
periodic services of the CPA. A client 
may want to invest in another business. 
purchase an existing business or merge 
with a competitor; or, he may want an 
audit to be made of the books and ree- 
ords of another company. Unless the 
investigation requires not more than 
about an hour, and the CPA is especi- 
ally desirous to satisfy a good client. 
he is definitely entitled to and should 
charge a separate fee for such services. 


Jack Goupner. CPA 
New York, N. Y. 
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Government Budgeting 


By Jesse Burkhead. Joun Witey & 
Sons, Inc., New York, N. Y., 1956. 
Pages: ix + 498; $7.50. 


This work discusses budgeting for all 
types of governments, but places its ma- 
jor emphasis on the processes of the 
Federal government. It develops the im- 
portant role of budgeting in the alloca- 
tion of public resources to governmental 
programs, and discusses the process by 
which decisions are made. The impor- 
tance of economic analysis in reaching 
these decisions is stressed. 

The development of performance bud- 
geting in Federal, State and local gov- 
ernments is covered at some length. The 
author makes a strong recommendation 
for systems of accounting and auditing 
which will not only show legal accounta- 
bility but will also provide management 
with data for the planning and directing 
of governmental operations. In general, 
the work covers the subject of budgeting 
in its broadest aspects, and relates it to 
both economics and public administra- 
tion. 

The book is divided into four parts. 
The first part “The Budget and Modern 
Government” traces the development of 
modern budgeting and describes the 
various phases of the budget cycle. The 
second part “Budget Classification” 
stresses the importance of revenue and 
expense classifications in decision-mak- 
ing, and describes the various types of 
classification used in both current ex- 
pense and capital outlay budgets. It 
gives a valuable analysis of the applica- 
tion of performance budgeting classifi- 
cations in various municipalities. The 
third part “The Phases of Budgeting” 
covers the processes of budgeting from 
origination in the bureaus to final ac- 
counting and auditing. The fourth part 
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“Specialized Budget Problems” discusses 
revenue estimating, the control of public 
enterprises, the balanced budget, and 
budgeting for economic development. 


A valuable bibliography is appended, 


JosePpH M. CUNNINGHAM. CPA 
New York, N. Y. 


Personal Power Through Creative Selling 
By Elmer G. Leterman. Harper & 
BrotHers, New York, N. Y., 1955, 
Pages: xxii + 291; $3.95. 


Professional men, especially CPAs, 
have ideas to transfer. It may be said 
that they “sell” ideas. Here is a book 
which I believe will help to remove the 
friction (where it exists) and other im- 
pediments in that thought-transference 
process. The book will help to overcome 
the powerful factor of inertia which at 
times affects us all. Since this thought 
transference is essentially “selling,” 
every accountant whether in the publie. 
private or governmental area who di- 
gests it will be enlivened and, better 
still, enriched. 


The art of communication is more im- 
portant today than at any time in the 
“social ministry of business.” So much 
of business today is conducted through 
the media of conferences and _ reports 
at all organizational levels of authority 
and responsibility. Therefore, all ac: 
countants, especially the younger ones, 
should strive seriously to improve his 
or her techniques in the arts of commu- 
nication. Mr. Leterman’s book will def- 
nitely help you to do so. 


Goutp L. Harris 
New York University, School of 
Commerce, Accounts, and Finance 


New York, N. Y. 
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Awards for Superior Scholarship 





New York State Society of Certified Public Accountants 
1956 - 1957 


{delphi College 
Alfred Suesser 


! Brooklyn College 


George R. Gold 


Canisius College 
John C. Caputi 


The City College of New York—Bernard 
M. Baruch School of Business and 
Public Administration 

Marvin S. Chanko (M.B.A.) 
Daniel I. Halperin (B.B.A.) 


Clarkson College of Technology 
John O. Eldredge 


Columbia University—School of Gen- 
eral Studies 


Aldona M. Witko 


Columbia University—-Graduate School 
of Business 


Bruce A. Beery 


Cornell University—Graduate School of 
Business and Public Administration 
Henry Scheier 
Fordham University 
W. James Whelan 
Hofstra College 
Albert Vicchiolla 
lona College 
Stephen M. McGrath 


Ithaca College 
Carl Austin 

Le Moyne College 
Guy Mullen 


Long Island University 


Norman Bernstein 


Manhattan College 
James V. Gillick 
New York University—School of Com- 
merce, Accounts, and Finance 
Stephen S. Ziegler 
New York University—Graduate School 
of Business Administration 
James K. Mawha 
Niagara University 
Julian B. Wright 


Pace College 
Friedrich K. Helmold 


Queens College 
Peter Schwartzman 
St. Bonaventure University 


Laverne G. Quible 


St. Francis College 
James I. Konkel 


St. John Fisher College 
John J. Trabold 


St. John’s University 
Casimier C. Jowaiszas 
Siena College 
George W. Miller 
State University of New York—Harpur 
College 
John W. Fletcher 
Syracuse University 
George D. Lord 
University of Buffalo 
Richard L. Harsh 


The award consists of a key in the design of the Society's seal appropriately engraved, a 
scroll, and a one-year subscription to THe New York Certiriep Puptic Accountant. It is 
granted annually to the member of the graduating class who has completed the registered 
accounting curriculum with the highest honors in accounting studies. 
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Classified Section 


10¢ a 
when used, 


word, minimum 


Nor ie Wanted” 


ox number, is two 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. 
$2.00. “Business Opportunities’ 15¢ a word, minimum $3. 
words. Closing date, 10th of month preceding date of issue. 


ADDRESS FOR er "a number, The New York Certified Public Accountant, 677 Fifth 


Avenue, New York 22, 


SITUATIONS WANTED 


Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell Employment 
Agency, 130 West 42 St., N. Y. C., telephone 
LOngacre 4-1740. 


Assistant Comptroller, CPA, law degree, 
presently employed, seeks better opportunity, 
over 25 years diversified experience, public 
and private, office management, financial state- 
ments, internal controls, credits and collec- 
tions, taxes. Box 1355. 


Tax Attorney, female, ten years with CPA 
firm, experience research, preparation returns, 
protests, Federal, State, local, $6,500. Box 
1356. 


Tax Accountant, attorney, M.B.A., former 
revenue agent, tax planner, researcher, re- 
viewer, excellent background, seeks tax posi- 
tion with potential. Box 1363. 


Statistical Typist and confidential secretary, 
extensive experience in operating CPA office 


and maintaining good client relationships, 
pleasant personality, employer recently de- 


ceased, seeks position with small accounting 
firm. Box 1365. 


CPA, attorney, LL.M. taxation, experienced 
audits and income, gift and estate tax returns, 
available on per diem basis. Box 1366. 


CPA, Society member, diversified tax, audit 
and reviewing experience, desires per diem 
with reputable practitioners, $35 per day. Box 
1367. 

CPA, age 38, experienced audits and taxes, 
available for per diem work. Box 1368. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk _pro- 
vided for interviewing, $6.50 per month, di- 
rectory listing. Modern Business Service, 505 
Fifth Avenue (42nd Street). 


Justin Jacobs, Peter P. McDermott & Co., 
investment information, portfolio analysis, no 
charge for these professional services. DIgby 


4-7140, 42 Broadway, New York 4, New York. 
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Statistical Typing, IBM typography, offset 
ia c Gitsham’s, 480 Lexington Avenue, 


N. Y. 17, PLaza 5-6432. 
Practice Wanted, substantial terms, know- 
how offered overburdened or retiring practi- 


tioner, CPA, , N. J., AICPA, IE, MBA. 


Box 1357. 


CPA, AICPA, former partner small national 
firm with top level experience desires pur- 
chase of accounts or practice, New York area, 
prefer practice of about $50,000 gross, have 
profitable practice of about $40,000 and ade- 
quate cash capital, greatest tact and diplo- 
macy, replies will be held in strict confidence, 


Box 1358. 


Office for Rent, Lindenhurst, L. [., rare op- 
portunity for CPA, beautiful offices in shop- 
ping center, 800 car parking. Call Karp, 
TUrner 8-1683. 


CPA Firm, N. Y. C., having gross fees in 
excess of $200,000 seeks practitioner for mer- 
ger purposes, having substantial quality prac- 
tice in predictable fees, interested primarily 
in spreading top level responsibilites and per- 
petuation of firm, replies in strict confidence. 


Box 1359. 


Established and Growing CPA firm will 
purchase practices or individual accounts, will 
offer attractive arrangements to those antici- 
pating retirement or transfer. Box 1360. 


Get A Fifth Avenue Office, without Fifth 
Avenue overhead, efficient, personalized, low 
cost mail, telephone, desk, specializing in ac- 
countant’s requirements, private office space 
available. 516 Fifth Avenue Telephone Serv- 
ice at 43rd Street, MUrray Hill 2-3717. 


CPA, desires office space or office preferably 
Fordham Road area Bronx. WO 2-4259 or 
SYcamore 2-2759 or Box 1361. 


CPA, desires to purchase practice, New York 
City area, young, honor graduate, excellent 
tax and accounting background, spec sializes in 
highest type professional services to small and 
medium size accounts, excellent financial 
terms, replies held strictly confidential. Box 
1362. 


CPA Firm, desires up to $10,000 «additional 


gross fees, will offer attractive terms. Box 
1364. 
March 
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BUSINESS OPPORTUNITIES 


Private Office, midtown, suitable single prac- 
titioner, furnished, share use of Thermo-Fax, 
other machines and services, reasonable. LO 
3-6526. 

Sale, Bruning tax reproduction copyflex table 
model 100, purchased March 1957, used six 
times, almost new, $400. TR 2-4100 or KI 
3.0733. 

Experienced Comptometer Operators im- 
mediately available, part-time, hour, day, week. 
Sherin Office Service, 250 West 57th Street, 
CI 6-1939. 

Share CPA Office, air-conditioned, carpeted, 
over 1000 feet, Times Square area, seeking 


Box 1369. 
Office Space Wanted, CPA will share ex- 


penses or rent space in dignified suite, require 
approximately 500 feet. Box 1370. 











BLADES & MACAULAY 
INSURANCE ADVISERS 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD ST. NEWARK 2,N. J. 
Established 1926 











APPRAISALS 


NATIONAL ORGANIZATION OF 
APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


PITTSBURGH 6 CHURCH STREET Sst ANEA- 
PHILADELPHIA NEW YORK, N. Y. gr. Tours 











BINDERS 
for current issues of 


The New York CPA 
$2.75 (plus City Sales Tax) 


Available at Society Office 
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Write Today For Your 
Free Copy Of Our New, 
Illustrated 100 Page Catalogue! 
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J 4 NASSAU CO Sars t\ 
THE MEADOW BROOK 
NATIONAL BANK 
OF NASSAU COUNTY, NEW YORK 
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r. “Meadow Brook” 


REFLECTS PROGRESS IN BUSINESS 


and very shortly 
more than 9,000 stockholders of 


THE MEADOW BROOK NATIONAL BANK OF NASSAU COUNTY 


will receive their copies of the 
1957 Annual Report of the bank. 


We will be pleased to send copies of this report to the readers of 
The N. Y. Certified Public Accountant. We are proud of our progress, 
and would like to have you know about our 1957 growth. Write to 
the Public Relations Department, 60 Hempstead Avenue, West Hemp- 
stead, Long Island, N. Y. for your copy. 
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Serving Long Island 
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The Accountant's Role in Estate Planning 


By WituiAM K. Carson, C.P.A. 





Division of Responsibility 

The planning of an individual's es- 
tate, which is one of the more important 
phases in the management of his prop- 


‘ erty, is similar to the management of a 














business. Both of these fields require 
accumulation of financial data and an- 
alysis thereof, planning of a course of 
action calculated to produce the desired 
results with due consideration of ap- 
plicable business customs and rules of 
law, and the performance of the neces- 
see that the planned course 
of action is carried out. Because the 
performance of the necessary steps in 
planning an estate involves primarily 
the drafting of legal documents, and 
only a lawyer is competent to handle 
this function, the lawyer should be the 
captain of any estate planning team. 
But the drafting of documents must 
be preceded by the accumulation of 


sary steps to 





Wittiam K. Carson, C.P.A., is a mem- 


} ber of our Society’s Committee on Estate 


Planning. Mr. Carson is a partner in 
the firm of Touche, Niven, Bailey & 


Smart. 
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Just as the CPA is called upon to develop plans related to the financial 
aspects of a business and to present the financial figures reflecting 
the anticipated results of alternative courses of action, so does the 
accountant function in the planning of an estate. As an integral part 
of the estate planning team, headed by the attorney, the CPA should 
be familiar with the results which are obtainable through the use of 
insurance and trusts and through various types of provisions in wills. 


data, analysis thereof and planning of 
action. In the management of a busi- 
ness, the first step is customarily per- 
formed by the accounting department— 
whether it be a comptroller with many 
assistants, or an independent certified 
public accountant. The second step usu- 
ally is based on a consideration by 
management of various alternatives pre- 
sented by the accounting department. 
The planning of an individual’s estate 
requires similar functions, and the in- 
dependent public accountant is well qual- 
ified to provide the required services for 
the individual. 


Aim of Estate Planning 


The essential aim of an estate plan- 
ning engagement is to assist the client 
in passing along to designated persons 
or charities, the maximum possible por- 
tion of his estate, and to make sure that 
the ownership of property after the 
client’s death will be in the form which 
fulfills his wishes to the greatest extent 
possible. Thus, tax saving is not an 
aim toward which the estate planner 
should strive, but only a means to an 
end. Accordingly, if a particular plan 
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of action results in a reduction of the 
tax burden, it is desirable only to the 
extent that the increased residue result- 
ing from the saving can be passed on in 
accordance with the grantor’s wishes. 

In carrying out the objective, just as 
in examining a set of financial state- 
ments, it is desirable to prepare a pro- 
gram. The program starts in general 
terms, for it is designed to cover any 
circumstances which may be encoun- 
tered. As the investigation into the 
client’s affairs progresses, the detailed 
steps will be filled in. 


Areas of Work 


The work to be done will fall into 
four general areas: 


1. An investigation designed to turn 
up all of the facts which may be useful 
in the course of the engagement. 


2. A detailed study of the facts for 
the purpose of preparing alternative 
plans which will show the client various 
courses of action and the desirable and 
undesirable features of each. 


3. Presentation to the client and his 
attorney of the results of the study and 
discussions leading to a final decision 
on the courses of action to be taken. 


A. Taking of steps necessary to carry 
out the decisions reached. 


It should be emphasized that the ac- 
countant does not carry out the last 
step. However, it would be helpful if 
he were to review all documents which 
have been drawn in an effort to avoid 
possible misunderstanding among him- 
self, the client and the attorney of the 
objectives sought. 


Preliminary Investigation 


What are the essential facts for which 
an accountant should begin looking? 
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Possibly an outline will help to keep 
them focused in one’s mind. 


FAMILY RELATIONSHIPS 


Is the client’s spouse alive? Age of spouse? 

Does client or spouse have dependent par. 
ents or brothers, sisters, etc. ? 

List of client s children and their ages, and 
their families. 


STATE OF RESIDENCE AND OF DOMICILE 


OTHER PERSONS TO BE BENEFITED 
Charities. 

Servants. 

Others. 


CLIENT’S RESOURCES 


Cost and present value of: 
Home. 
Other real estate. 
Stocks, bonds and other securities. 
Bank accounts. 
Face amount, cash surrender value and de- 
scription of all life insurance and annuity 
contracts. 


Nature of any employee benefit plan in which 
client participates, and amounts involved. 


Probable value for estate tax purposes of 
tangible personal property. 
Possible inheritances. 


Any other resources. 


CLIENT’S LIABILITIES 


Mortgages and other secured debt. 
Unsecured debt, other than normal unpaid 
bills. 


CLIENT’S CASH BUDGET 


Approximate annual gross income. 
Salaries. 

Taxable income from investments. 
Tax-free income from investments. 
Income tax liability. 

Approximate annual expenses. 


SIMILAR INFORMATION as to resources, lit 
bilities and cash budget, where material, for: 


Trusts created by client. 

Trusts created for the benefit of the client 
or others on the list. 

Family-owned investment companies. 
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Other persons included in above list. 


GENERAL STATEMENT OF CLIENT’S 
WISHES as to beneficiaries and timing of date 
when heirs should receive income and capital. 


COPIES OR SUMMARIES OF: 


Client’s present will. 

Gift tax returns. 

Pertinent trust instruments and documents 
of similar import. 


Of course, if the client’s spouse has a 
substantial estate, there are in reality 
two studies to be made, one for him 
and one for her. 


It is difficult to prescribe hard and 
fast rules as to the amount of detail re- 
quired in assembling this information. 
If the client’s files are in “apple-pie” 
order, and a simple request results in 
one’s being supplied with all pertinent 
information on a subject, it is easy to 
build up a complete file. But where it 
is next to impossible to obtain informa- 
tion, one may have to be satisfied with 
less until he is in position to show his 
client the desirability of a complete and 
thorough investigation. As one sees the 
use to which the data is put, he is in 
better position to determine the extent 
to which it is required. 


Detailed Study 


A logical place to begin the detailed 
study is a projection of the distribution 
of the client’s present estate, based on 
his existing will, or local intestacy law, 
if he has no will. The first step will be 
a valuation of the estate for estate tax 
purposes and computation of the fed- 
eral, state and foreign estate and in- 
heritance taxes. Use of these figures, 
together with figures for property not 
subject to estate tax and for additional 
benefits, such as social security, will 
permit a projection of the net worth 
and approximate annual income of those 
persons who will be primarily depend- 
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ent upon the client’s estate in case of 
his death. 

Beyond this point the study can take 
a variety of courses depending on the 
nature of the assets uncovered in the 
preliminary investigation and a com- 
parison of the division of the estate un- 
der the present will with the client’s ex- 
pressions relative to the persons he de- 
sires to benefit. 


A Case Study 


There are two general areas where the 
accountant has played his biggest role 
in estate planning, viz., planning for 
the client whose major asset is an in- 
terest in a closely-held corporation and 
planning for the very wealthy client with 
diversified investments. In these areas, 
the client’s conception of the account- 
ant as a financial consultant frequently 
includes estate planning within the scope 
of his responsibility. Accordingly, es- 
tate planning is complementary to his 
annual accounting and tax work for the 
client. However, in middle range es- 
tates, the accountant’s annual work does 
not always include estate planning, due 
primarily, perhaps, to the attempt to 
minimize the client’s cost of professional 
services. But the accountant can and 
has rendered beneficial estate planning 
services to middle range clients. Inas- 
much as more clients will be found in 
this latter area, it is worthwhile to se- 
lect an illustrative example from it. 

Let us take an extreme situation and 
follow it through. Assume that in the 
course of an examination of the finan- 
cial statements of a large corporate 
client, the accountant has noted that 
the company does not have group life 
insurance, a stock option plan, or a pro- 
vision in its pension plan for payments 
to an employee’s widow or estate in 
case of his death. A particular official 
receives a salary of $50,000 per year, 
but it is noted that several times during 
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the year he has borrowed small sums 
from the company, which were subse- 
quently repaid. The accountant, in the 
course of a discussion with him, sug- 
gests that it might be beneficial to review 
the contents of his will so that he can 
have a picture of where his family will 
stand in case of his death, and is in- 
formed that the official has never 
bothered to execute a will. 

Upon being advised that this can lead 
to some very serious complications, the 
executive, hereinafter referred to as 
“the client,” volunteers that he has 
$50,000 face value of ordinary life in- 
surance payable to his estate, securities 
which cost $200,000 and are worth ap- 
proximately $400,000 and a $60,000 
home in New York State on which there 
is a $12,000 mortgage. Title to the home 
is in his name. His family consists of 
his wife, who is approximately the same 
age as the client, who is 40, and a son 
age 12. Neither the wife nor the son 
owns any property. His tax return in- 
dicates that he is not supporting other 
family members. 


Case Analysis 

In view of the fact that the client 
has found it necessary to borrow money 
during the year, it can be assumed that 
his estate will not grow appreciably 
from savings up to the time of his 
death. Prospective increase or decrease 
in value of the client’s security hold- 
ings is so difficult to predict, it is usu- 
ally impossible to take them into con- 
sideration in determining the value of 
his estate upon death. 

In the event of death of the client, 
his gross estate, assuming no fluctua- 
tion from current market values, would 
total $498,000. Administration expenses 
would run to at least $30,000 and 
federal and New York State estate taxes 
$68,000, leaving $400,000 for distribu- 
tion to the client’s heirs. (Figures have 


been rounded out for convenience in 
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presentation.) Of this balance, $4,000 
represents the net value of the house, 
title to which will pass % to his wife 
and % to his son as tenants in common. 
Of the remainder, in the absence of a 
will, one-third of the origina! gross 
estate less administrative expenses, or 
$140,000, will pass to his widow, and 
the remainder of the gross estate less 
administrative expenses and all estate 
taxes, or $212,000, will pass to a guard- 
ian for his son. It will probably be 
necessary to take insurance proceeds in 
a lump sum to satisfy the guardian for 
the child. Assuming the widow’s in- 
heritance is invested in securities yield- 
ing taxable income of about 4.5 per 
cent, she will have aunual income from 
investments of $6,300 on which $8060 
of federal and New York State income 
taxes will be payable, leaving $5,500. 
In addition, she will receive social se- 
curity benefits which, assuming her 
husband’s salary has exceeded $4,200 
per year since January 1, 1955, will be 
$2,000 per year until the son reaches 
age 18. 

The income on the son’s property 
averaged at 4.5 per cent less taxes, will 
be approximately $7,600 per year, but 
New York law requires approval of the 
Surrogate’s Court for any distribution of 
this income. Just how much will be 
approved is open to speculation, but the 
needs of the boy, his station in life and 
his welfare are considered by the Court 
in determining how much may be distri- 
buted. Since by law his mother must 
provide the boy with essentials such as 
food, clothing, and shelter, expenses ap- 
proved by the Surrogate tend to be of an 
unusual nature, like tuition or cost of a 
trip. Therefore, the wife cannot count 
on that income for maintaining herself 
and her son. Most of it will be accumu- 
lated for her son for distribution at 
age 21. Furthermore, other expenses 
such as fees for a special guardian for 
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the son will be deducted in determining 
the amount available for distribution. 

As a result of accumulation of this 
data the accountant is able to see the 
dificult position in which the widow 
would be left in case of her husband’s 
death. The remedy obviously is the 
preparation of a will which will correct 
the situation. The first step required to 
bring about this change is to show the 
client the present position in comparison 
with the results which could be accomp- 
lished through execution of a will. 

Let us begin by computing the income 
available to the wife for supporting her- 
self and the child in case a will is pre- 
pared under which the full marital de- 
duction is allowable and all income is 
available to the widow. The increase in 
the marital deduction will reduce federal 
and New York State estate taxes to 
$44,000 making a total of $376,000 
available for investment after taking into 
consideration administrative expenses 
and the value of the house. At 4.5 per 
cent the widow will have income of 
$17,000 per year on her legacy. Deduct- 
ing income taxes of $4,000 and adding 
social security of $2,000 will give income 
available for support of the widow and 
child of $15,000. Without the will, the 
comparable figure is $7,500 plus such 
amounts as may be allowed by the Court 
for special items of the child’s support. 


Even if the client were desirous of 
dividing his estate between his wife and 
son in the statutory proportions, as 
would happen if he died intestate, he can 
more accurately and more wisely dispose 
of his property through a will. Anyone 
who has ever come in contact with an 
intestacy proceeding is well aware of the 
high legal and administrative expenses, 
and the long delay before any of the 
funds trickle down into the hands of 
heirs. There is also a strong psycho- 
logical factor pertaining to the widow. 
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With a will, the widow has some comfort 
in the knowledge that her husband has 
provided for her. Without one, she is 
left in a state of insecurity. 


Refinements of the Plan 


Since it is practically certain that the 
client will wish to take some affirmative 
action to remove himself from his pre- 
sent predicament, the accountant should 
be prepared to suggest refinements 
which will come up in conference with 
the client and his attorney. 

Should the estate be left outright to 
the widow or in trust? In the computa- 
tion of the client’s estate tax it is im- 
material, provided the trust or trusts are 
so drawn that the maximum marital de- 
duction is obtained. But if the entire 
estate is left outright to the widow, the 
estate tax upon her death will be based 
upon the full value of her estate at that 
time. By placing in a trust which will 
not be a part of her estate, all property 
in excess of the amount required for the 
marital deduction, a portion of the 
widow’s estate tax may be saved. Present 
law provides for remission of a portion 
of the second estate tax, but the amount 
of saving is based on a scale decreasing 
with time and vanishes completely if the 
widow survives her husband by more 
than 10 years. 

If on the widow’s death an amount 
equal to her full inheritance of $424,000 
(assuming she is the sole heir) is tax- 
able, the federal and New York State 
estate taxes would be $105,000. How- 
ever, if $190,000, the amount of the 
husband’s estate not qualifying for the 
marital deduction is placed in a trust 
which is not taxable on the widow’s 
death, her estate tax will be only 

Beyond the tax considerations, there 
is a very important business considera- 
tion. Should the widow be required to 
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administer her own funds or should this 
function be turned over to a bank or 
trust company, which will act as inde- 
pendent trustee? More often than not 
it will be found that the widow will be 
happy to be relieved of the burden of 
xcting as trustee and the responsibility 
of supervising investments, and will 
consider the cost of an independent 
trustee small in relation to the benefits. 
Even where no trust is involved it may 
be desirable to have a bank act as cus- 
todian and investment advisor. Here 
the accountant should suggest that the 
client call in his banker, who is better 
prepared than he to discuss the benefits 
of the services which the banker is in 
position to render. 


Insurance 

Should the wife accept a lump sum in 
settlement of the life insurance or take 
one of the numerous settlement options 
which are provided in most policies? 
While it is unnecessary to make an 
irrevocable decision on this question 
until after the death of the insured, it 
is advisable to consider the various 
alternatives so that one can estimate 
the widow’s income. A settlement option 
under which the widow receives an 
annuity may be found highly desirable 
since, barring failure of the insurance 
company, the widow is assured of in- 
come for her full life. Furthermore, the 
income element in the annuity is taxable 
to a widow only to the extent it exceeds 
$1,000 per year. 

On the part of the estate left with an 
insurance company under an annuity op- 
tion, the question of the extent to which 
the widow can invade capital without 
endangering her future is eliminated. 
However, to achieve this, she gives up 
the flexibility of varying the investments 
to obtain greater yield. To avoid the 
substantial loss of capital occurring in 
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the event of her early death, she can pro- 
vide for payments to her heirs for the 
remainder of a predesignated period 
should she die before the end of such 
period. Of course, as the period js 
lengthened the monthly instalments are 





reduced, but many widows are willing to 
accept the reduction to guarantee pay- 
ments to their children. 

Should the client take out more in. 
surance? This, of course, is a matter of 
judgment. The accountant can accumu- 
late facts to show the income available 
for the widow and son on the present 
basis. Beyond that he should suggest 
that the client select an insurance agent 


who can show the cost of providing ad- | 
ditional income for them and recom- | 


mend types of policies which will pro- | 
vide the greatest protection at the least | 
cost. 


Tax on the Widow’s Income and Estate 


To the extent that the estate is left in 
trust, should provision be made for in- 
vasion of corpus by the widow? If the 
client wishes to provide for his widow 
to the greatest extent possible, consistent 
with saving of income and estate taxes, 
he will wish to give her as broad a 
power of invasion of corpus as he can 
without incurring additional taxes. In 
this case, if funds are placed in a trust 
qualifying for the marital deduction, the 
widow should be given a broad power of 
invasion of corpus. There are no taxes 
to be saved by doing otherwise, since the 
income will be taxable to her and the 
corpus includible in her estate in any 
case. Furthermore, the power of inva- 
sion will permit the widow to make tax- 
saving gifts if her resources permit. 

But in the case of a trust which one 
hopes to exclude from the widow’s es- 
tate, care must be exercised to prevent 
giving her a power to invade corpus 
which would render the trust taxable in 
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her estate under Section 2041, relating 
to powers of appointment. Generally 
speaking, this will not happen if her 
power is (a) limited by an ascertain- 
able standard relating to her health, sup- 
port or maintenance or (b) enforceable 
only with consent of a person who will 
he entitled to a substantial portion of 
the corpus after the widow’s death. 


Similar care must be exercised if such 
a trust does not provide for payment of 
all income to the widow, so as to avoid 
having her taxable on income she does 
not receive. The sections requiring con- 
sideration here are (a) Section 678, 
which applies if the widow has the power 
to transfer corpus or income of the trust 
to herself, or if such power enables her 
to use trust funds for support of some- 
one dependent upon her, but in the latter 
case only to the extent she actually 
does so, and (b) Regulation Section 
1.662(a)-4, which provides that amounts 
used in accordance with the provisions 
of a trust instrument to discharge a 
legal obligation of a person sha‘l be 
treated as distributed to such person. 


Gifts 

The possibility of saving estate and 
income taxes by means of gifts should 
also be explained to the client. Assum- 
ing that a will is drawn to take full 
advantage of the marital deduction, each 
dollar effectively removed from the es- 
tate reduces the taxable estate by fifty 
cents. With the estate in a maximum 
bracket of 30%, fifteen cents is saved 
for each dollar removed from the tax- 
able estate. 


If a eift of property is to be made, 
consideration should be given both to 
the type of property to be used and the 
person to whom the gift will be made. 
If property is selected which appreciates 
in value, the estate tax saving will be 
proportionately increased. One type of 
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property which will undoubtedly appre- 
ciate is life insurance. But a gift of life 
insurance does not carry with it the 
added advantage of transferring income 
into a lower tax bracket. Another type 
of property to consider for transfer is 
the home. This could be given to the 
wife, thus reducing the husband’s estate 
tax with no loss of control over market- 
able securities which the husband may 
wish to retain. If the house is not so 
used, consideration should be given to 
placing title in joint tenancy with the 
client’s wife, so that in case of his death, 
she obtains title to it without necessity 
of probate. 


If a gift is made to the client’s wife, 
it will become part of her estate, and ac- 
cordingly subject to tax unless she, in 
turn, makes a gift. Therefore, it may be 
desirable to make a gift in trust, with 
the remainder going to children after 
death of both the husband and wife or 
even to grandchildren following death 
of the widow and child. To accomplish 
the income tax saving one could provide 
for accumulation of income for the bene- 
fit of a child until he becomes 21 and 
payment of income to him thereafter. 
This gives the desired income tax sav- 
ing so long as the client is alive since 
he will presumably remain in a high 
income tax bracket. Should he die be- 
fore termination of the trust, and wish 
to give his widow, who will presumably 
be in a lower bracket, the benefit of the 
income, it could be made payable to her 
following his death. This might be fur- 
ther expanded if he plans to retire at 
age 65 and wants the benefit of the in- 
come by a provision making income 
payable to his wife after that date, thus 
relieving him of expenses he would 
otherwise pay for her benefit. 


If he wishes to obtain income him- 
self. either to protect against the possi- 
bility of his wife predeceasing him, or 
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because he wants it directly rather than 
through his wife, he must give up the 
estate tax saving. However, a trust still 
might produce a substantial income tax 
saving. Income could be accumulated 
for the future benefit of a child in low 
tax brackets, and the client might be 
willing to give up the small net income 
he would keep after taxes to obtain this 
benefit. The term for which income 
must be given up is a minimum of ten 
years to avoid taxation to the grantor 
of the trust. 


But assume that the client is unwill- 
ing to give up the income remaining 
after payment of the reduced income 
taxes. In this case he might create a 
trust with the following provisions: (1) 
for ten years. income is to be accumu- 
lated for the benefit of the minor child 
and can either be applied for his sup- 
port and maintenance or distributed to 
him when he attains age 21; (2) from 
the 11th year to termination of the trust, 
which will take place after all accumu- 
lated income has been distributed, in- 
come is payable to the client: (3) on 
termination of the trust, the corpus is 
returned to the client. The income ac- 
cumulated during the first 10 years 
could thereafter be applied for support 
and maintenance of the child and thus 
relieve the grantor of an obligation he 
would otherwise be called upon to pay. 
Provided the amount applied is less than 
$2,000 per year, the amount taxed to 
the grantor will be limited to the income 
of the trust in the year of application, 
which will be nominal. Thus the amounts 
remaining after the tax savings are all 
eventually applied for the grantor’s 
benefit. 


New York State law has been amended 
to permit securities to be registered in 
the name of a parent as custodian for 
the child, thus providing a means for 
avoiding income tax without creation of 
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a trust, assuming the father is willing to 
transfer principal as well as income. 
Where this form of ownership is used, 
it seems desirable to name as custodian 
the parent other than the one making 
the gift. This avoids the possibility of 
property given by a father to himself 
as custodian for his child being included 
in the father’s taxable estate, if he dies 
before the child reaches 21, which 
would be the indicated result under 
R.R. 57-366, IRB 1957-32. 

Where gifts are suggested, one must 
not forget the gift tax, which in the case 
of a married man applies to gifts in 
excess of $6,000 in any one year to any 
one person, after use is made of the life- 
time exclusion of $60,000 assuming his 
wife consents to “gift-splitting.” The 
annual exclusion of $6,000 is not ap- 
plicable against gifts of future interests, 
unless they meet a restricted test appli- 
cable in the case of gifts for the benefit 
of minors. 


Conference with Client 


When the accountant has completed 
his analysis and computations, he is 
ready to arrange an appointment to 
discuss his findings with his client. This 
is an excellent time to suggest to the 
client that his attorney be brought into 
the picture if this has not previously 
been done. His introduction is both 
necessary and desirable—necessary be- 
cause there will certainly be legal papers 
to be drawn and only an attorney is 
competent to draw them, and desirable 
because the attorney’s experience in 
planning estates and handling their ad- 
ministration permits him to offer wise 
counsel. Furthermore, questions may 
arise as to the legality of steps to be 
taken or avoided and the attorney’s 
presence at the conference will avoid 
undue delay in having him _ resolve 
them. 
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At the conference. the accountant will 
present his findings, and he, the attorney 
and the client will discuss the objectives 
which the client has in the transmission 
of his estate. Presumably this will re- 
sult in the drafting of a new will and 
possibly other instruments such as trust 
agreements. The attorney will normally 
find it desirable for the accountant to 
look over the instruments before they 
are executed to avoid the possibility of 
misunderstanding. 


Other Problems 

Other factual situations will: create 
other problems and the accountant en- 
gaged in solving them for his clients 
must be alert to numerous possibilities. 
Where income or estate tax brackets 
are high, trusts frequently offer tax sav- 
ings. But it should be remembered that 
such savings are worthwhile only if the 
funds provided thereby can be used for 
desirable purposes, and if the client is 
not left with insufficient assets with 
which to meet unexpected contingencies. 

In the case of wealthy families it may 
be found the children are so well pro- 
vided for that transfer of additional 
funds to them is not desirable. Here, 
transfers to grandchildren may provide 
further tax savings. 

Or take the example of a wealthy indi- 
vidual whose will provides bequests to 
servants and to charity. Creation imme- 
diately of a trust paying income to the 
servants for their lives with remainder 
to the grantor’s children will remove an 
amount from the grantor’s taxable es- 
tate and leave more for other heirs. If 
the servants are over 65, it may be that 
income from the trust plus social se- 
curity will permit them to retire and 
thus reduce the grantor’s payroll. An 
immediate donation of low-basis prop- 
erty to charity in lieu of the bequest 
in the will may save income taxes. If 
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the bracket is high enough the tax thus 
saved may exceed the cash which the 
donor would have retained had he sold 
the security and paid tax on his capital 
gain. 

Or it may be desirable in a case where 
property is left in a testamentary trust 
to require annual payments to charity. 
Providing these payments to charity are 
made from income otherwise payable to 
the heirs and are considered by them 
to be in substitution for amounts they 
would otherwise pay to charity, the 
financial position of the heirs will not 
be materially changed by such a provi- 
sion. Their income from the trust and 
their disbursements for contributions 
are reduced in identical amounts. But 
it will allow a deduction for estate tax 
purposes of the present value of the re- 
quired charitable contributions, with a 
consequent saving in estate tax. 


Pension and Profit-Sharing Plans 

The accountant should review the pro- 
visions of any pension or profit-sharing 
plan under which his client has benefits. 
Possibly the client can choose a lump 
sum payment in lieu of an annuity. If 
the plan is qualified for tax purposes, 
such lump sum is subject only to capital 
gains tax, and if the client will have 
substantial other income after retire- 
ment, the net amount retained may be 
much higher than the amount of annuity 
payments which could be kept after pay- 
ing taxes at ordinary rates. Also a 
qualified plan may present a choice be- 
tween an annuity for the life of the 
client, or a smaller annuity for the life 
of the survivor of the client and his 
spouse. In choosing between the two. 
it should be borne in mind that amounts 
payable to an employee’s beneficiary 
escape estate tax. This is not true, how- 
ever, of amounts payable to the execu- 
tors of the employee’s estate. 
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Closely-Held Corporation 


In a substantial portion of estate plan- 
ning engagements, the client will be the 
owner of a large portion of the stock of 
a closely-held company, which stock is 
his major asset. Generally, this picture 
will be coupled with three problems: 


1. Cash requirements—inadequate li- 
quidity of other personal assets for pay- 
ment of legacies, funeral and admini- 
stration expenses, and, most of all, es- 
tate taxes. 


2. Estate preservation—difficulty of 
timing the realization of or the preserva- 
tion of the valuable business. 


3. Stock valuation—obtaining a fair 
value for the closely-held stock. 


Inasmuch as the solution to these 
problems requires accumulation and 
analysis of much financial data which 
may be in part the basis for major poli- 
cy decisions, the accountant generally is 
engaged to prepare projected studies of 
available liquid assets of the client’s es- 
tate and corporation, valuation of the 
company’s stock and estimates of estate 
taxes—all under various assumptions. 
Before intelligent projections can be 
made, serious thought should be directed 
to whether the business will be con- 
tinued for the family after the client’s 
death. 


If it is not feasible to continue the 
business, the client may wish to explore 
certain inter vivos possibilities to realize 
the full value of his efforts, such as a 
complete sell out, or a merger with 
a listed company with provision for 
a long-term employment contract, or 
registration on a major exchange retain- 
ing control in the family group during 
the client’s lifetime. All of these alterna- 
tives mean a major change from the 
status quo but may provide some means 
of insuring better liquidity, diversifica- 
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tion of the client’s assets, and fewer 
complications for his executors. 

If it appears possible to retain the 
business, the client will wish to plan for 
sufficient liquid funds at his death to 
enable the business to continue. In 
addition, provision will have to be 
made for capable successor manage- 
ment. Frequently, insufficient income 
net of tax is generated to the client 
in his lifetime to permit adequate in- 
surance coverage to meet his potential 
estate’s need for cash, so the source of 
the funds must come from his company. 
This question has two parts: 


1. Can cash be raised in the corpora- 
tion for distribution to the estate? 


2. Will such a distribution be taxed 
as a return of capital and not as a divi- 
dend? 

The solution depends upon whether 
or not the corporation will have excess 
funds in the business which can be dis- 
tributed to the estate. It is necessary 
not only to analyze the current financial 
statement, but also to predict future 
capital requirements and sources of 
funds. In this connection, the account: 
ant who has regularly been performing 
services for the corporation can make 
good use of this knowledge of the corpo- 
ration’s financial affairs. More often 
than not the problem can only be solved 
through insurance by the corporation 
on the stockholder’s life. The client's 
insurance agent should be consulted in 
this case, for he can be extremely help- 
ful in choosing the type of policy best 
suited to the client’s needs. Recent court 
decisions point up the importance of 
careful study and cooperation by the 
members of the estate planning team. 

The last phase need not be finally 
resolved in the planning stage, but it is 
vital to consider it. Only by so doing 
can one determine whether or not the 
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estate will have adequate funds to meet 
its obligations and what will be the 
nature of the assets passing to the 
client’s heirs. Here, one should deter- 
mine whether the stock is a large enough 
portion of the estate so that distribu- 
tions in retirement of stock (up to the 
amount of estate and inheritance taxes 
and funeral and administrative ex- 
penses) will be treated as being in ex- 
change for the stock and not as taxable 
dividends. 

Many majority owners of closely-held 
companies find a middle-course solu- 
tion. The plan is (a) to continue the 
business after his death but partially or 
completely sell out after death pursuant 
to a present arrangement, and (b) to 
create a market for the corporate stock 
and to provide for successor manage- 
ment through his associates. This is 
frequently called a buy-sell deal. Since 
any business continuation plan must be 
properly financed, insurance will often 
be selected as the means of providing 
the proper capital at the proper time. 
Again, the many important substantive 
problems which must be solved require 
most careful consideration by the es- 
tate planning team. The accountant will 
be very busy projecting the effect on the 
basic data of the corporate and personal 
assets under the various possible buy- 
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sell plans which may be presented 
Possible recapitalization of the corpora- 
tion should be weighed. Determining a 
fair value for such stock will present a 
difficult problem. A discussion of the 
criteria for valuation of unlisted stocks 
is of course beyond the scope of this 
article, but one must bear in mind such 
things as book value, capitalized earn- 
ings, comparison with similar companies 
whose stocks are quoted, blockage, and 
the effect of lack of a ready market. 


Conclusion 

Just as the accounting department in 
a business or the independent CPA is 
called upon to develop plans for action 
along various lines and to reflect in 
figures the results to be anticipated from 
the adoption of each, so the accountant 
functions in the planning of an estate. 
He must be familiar with the applicable 
provisions of income and estate tax 
laws, and with the results which are ob- 
tainable through the use of insurance 
and trusts and through various types of 
provisions in wills. Such familiarity, 
when combined with his skill in classi- 
fying figures in a significant manner, 
places him in position to render an in- 
valuable service to his clients, their at- 
torneys and bankers and their life under- 
writers. 
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Revenue Rulings of 1957 — Corporations, 
Fiduciaries and Partnerships 


By SamuEL A. Dyckman, C.P.A. 


Corporate Entities 


A syndicate organized to market one 
bond issue will not be taxed as a cor- 
poration since it does not have the con- 
tinuity of life characteristic of a corpo- 
ration. (57-341). Also, a trust created 
as a result of the dissolution of a cor- 
poration, and for the purpose of hold- 
ing certain of the corporate assets for 
the benefit of its shareholders will not 
be taxed as a corporation where the 
trustee’s functions are wholly minis- 
terial in nature, and approval by all 
the beneficiaries is required for any 
major managerial function. (57-607). 
In the case of individuals conveying 
property to an existing trust to carry 
on a joint enterprise for their joint 
benefit, the trust may constitute an as- 
sociation taxable as a corporation even 
though the beneficiaries had no part 
in establishing the trust and are with- 
out power to modify or terminate it. 
(57-534). But where an investment 
trust proposes to include mineral fee 
interests in its trust corpus under an 
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Englander, Certified Public Account- 
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at the Baruch School of Business and 
Public Administration, The City Col- 
lege of New York. 
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agreement whereby the trustee does 
not have the right to exploit the min. 
erals but may, with the approval of all 
the beneficiaries, lease the same to an 
operating company, such _ inclusion 
alone will not result in the trust being 
treated as an association taxable as 
a corporation. (57-112). 

The 1954 Code disallows a surtax 
exemption and accumulated earnings 
credit where a corporation “transfers” 
property to a newly created corporation 
under certain conditions. Where a par- 
ent corporation leases to a newly formed 
wholly-owned subsidiary, owning no 
physica! assets of its own, facilities 
needed to act as sales agent for the 
parent, the lease arrangement is held 
to constitute such a transfer of prop- 
erty. (57-202). Where an existing cor- 
poration reincorporates in another state 
and then merges into its newly organ- 
ized corporation, one return is required 
of the acquiring corporation for the 
full taxable year, and the transferor is 
not required to file for any portion of 
such year. (57-276). 


Corporate Distributions and 
Liquidations 
In determining a corporation’s earn- 
ings and profits available for dividends, 
an accrual basis taxpayer must reduce 


Ed. Note: An article by Samuel A. Dyck- 
man, dealing with revenue rulings of 1957 
affecting individuals, appeared in the Feb- 
ruary 1958 issue. 
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the corporate earnings by a fraud pen- 
alty in the year to which the penalty 
applies even though it is being con- 
tested. (57-332). A redemption by a 
son of inherited stock after sale of part 
to his father is considered an “ex- 
change” resulting in capital gain rather 
than a dividend. The attribution rules 
are held inapplicable because the re- 
demption was not for the purpose of 
avoiding tax. Although such redemp- 
tion may result in a recognized capital 
sain, any loss on the redemption would 
not be allowable since it results from a 
transaction between related 
(57-387). A redemption is taxable as 
a dividend where two shareholders pur- 
chased all the stock of a third and later, 
being unable to meet the instalment 
payments, had the corporation redeem 
the purchased shares at the same price 
they had contracted to pay for them. 
Even though the redemption was dis- 
proportionate, it did not substantially 
change their relative control of the cor- 
poration. (57-353). But where a corpo- 
ration owned equally by three share- 
holders redeemed the shares of two 
other corporations whose stock were 
held by two of the three shareholders, 
the redemption is considered substan- 
tially disproportionate as to the sellers 
of such stock, qualifying it for capital 
gain treatment. (57-295). 

A gain of a parent corporation from 
the liquidation of its 60 per cent con- 
trolled subsidiary is treated as gain from 
“sale or exchange” of the subsidiary’s 
stock within the meaning of Section 
337. This Section permits nonrecogni- 
tion of the gain should the parent adopt 
a plan of complete liquidation prior to 
the exchange, and within 12 months 
thereafter distribute all of its assets. 
(57-243). The statutory requirements 
of Section 337 are met where the actual 
sale of assets is made within 12 months 
from the date the stockholders adopt a 


taxpayers. 
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plan of liquidation even though the di- 
rectors had entered into a conditional 
agreement for sale of a substantial part 
of the assets prior to the 12-month 
period but at a time when liquidation of 
the corporation was not intended nor 
contemplated. (57-140). 

A distribution by a corporation to its 
sole stockholder in partial redemption 
of his stock, of a small parcel of land 
which was used by the corporation for 
incidental purposes, the income from 
which was less than two per cent of 
the corporation’s gross income, does not 
qualify as a partial liquidation under 
Section 346 since the activities with 
reference to the parcel do not constitute 
a separate trade or business. (57-333). 
Where a real estate corporation owned 
three separate rental properties, two of 
which had been held for more than five 
years, the operations with respect to 
the two properties are held to consti- 
tute separate businesses so as to qualify 
a distribution of one of the properties 
as a partial liquidation. (57-334). In 
another situation, a corporation manu- 
facturing heating equipment owned its 
own plant, an old factory building in a 
different location used for storage pur- 
poses, and several small dwellings that 
produced only a nominal rental. It de- 
sired to “spin-off” the assets applicable 
to the manufacturing business, includ- 
ing the operating plant, to a new corpo- 
ration and then distribute the new stock 
to the old shareholders. The activities 
in connection with the old factory build- 
ing, and the rental of the dwellings are 
held not to constitute the active con- 
duct of a separate business as required 
by Section 355 so that the distribution 
of the new corporate stock to the old 
shareholders would result in a taxable 
dividend. (57-464). Similarly, where 
a corporation in the business of refining 
and marketing petroleum products also 
engages in oil exploration activities, a 
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transfer of the exploration assets to a 
new corporation upon discovery of oil, 
and a distribution of the new stock to 
the old corporation’s stockholders, is not 
considered a tax-free “spin-off” on the 
grounds that the exploration and drill- 
ing activities conducted by the old cor- 
poration do not meet the “active busi- 
ness” requirements of Section 355. (57- 
492). 


A personal holding company owned 
more than 80 per cent of the stock of 
two operating subsidiaries. In order to 
avoid a personal holding company sta- 
tus, the parent distributed the stock of 
one of its subsidiaries pro rata to its 
stockholders and effected a merger with 
the other one. The distribution of the 
first subsidiary’s stock is held not to 
qualify as a tax-free “spin-off” under 
Section 355 because the parent’s control 
of the second subsidiary was acquired 
in a taxable transaction less than five 
years prior to the date of distribution. 
(57-144). Also, a “split-off’ of an old 
auto dealership business will not result 
in a nontaxable transaction where the 
business retained had not been actively 
conducted by the corporation for five 
years. (57-190). But a tax-free “spin- 
off” is permitted of a relatively dor- 
mant fresh fruit division of a coopera- 
tive marketing association where the 
division had been conducted as a sepa- 
rate active business and was tempo- 
rarily inactive only because of a series 
of disastrous freezes. (57-126). 


Reorganizations 


Where a series of steps are taken by 
which certain assets and liabilities of a 
corporation constituting an active sepa- 
rate business are transferred to a new 
corporation, and one of the stockholders 
of the transferor substitutes his interest 
in such corporation for all of the stock 
of the new corporation, the several steps 
are treated as a single integrated trans- 
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action constituting in substance a re. 
organization followed by a tax-free dis. 
tribution of the stock of a controlled 
corporation under Section 355. (57. 
311). A “downstairs” merger of an in- 
termediate foreign holding company in. 
to its wholly-owned foreign operating 
subsidiary constitutes a tax-free reor- 
ganization so that no gain or loss would 
be recognized to the domestic parent 
holding company upon the exchange of 
stocks pursuant to the reorganization. 


(57-465). 


The acquisition by a newly formed 
subsidiary of all the assets of an exist- 
ing subsidiary in exchange solely for 
stock of the parent corporation con- 
stitutes a reorganization under Section 
368(a)(1)(c) despite the fact that the 
parent already owned part of the stock 
of the existing subsidiary. (57-278). A 
corporation is considered as_ having 
transferred “substantially all of its prop- 
erties” so as to qualify the transaction 
under Section 368(a)(1)(c) — even 
though it has retained 30 per cent of 
the assets, where such retained assets 
approximate its liabilities and are con- 
fined to cash, accounts receivables, notes, 
and three per cent of its total inventory. 
(57-518). Where a corporation owning 
all of the stock of a subsidiary trans- 
fers property to the subsidiary for ad- 
ditional new shares equal to at least 80 
per cent of the then outstanding shares, 
and within a two-year period thereafter 
liquidates the subsidiary, the parent's 
acquisition of the new shares does not 
constitute a “purchase” within the 
meaning of Section 334(b), and _ the 
basis of the assets distributed to the 
parent is the same in its hands as it 
would be in the hands of the subsidiary. 
(57-296). 

An individual owned one-half of the 
stock of corporations O and M, and, 
after a merger of O into M, exchanged 
his stock in the merged corporation 0, 
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and his original holdings of stock in M 
for the stock of S, a wholly-owned sub- 
sidiary of M. Gain is recognized to the 
individual upon (1) the exchange of all 
of his stock of merged corporation O 
for S stock, and (2) the distribution to 
him by parent M of additional S stock 
in exchange for his original stock in 


M. (57-114). 


Collapsible Corporations 

A corporation which acquires and de- 
velops improved oil properties is en- 
gaged in “the construction or produc- 
tion of property” within the meaning of 
Section 341(b) (1) defining collapsible 
corporations. (57-346). The three-year 
holding period limitation for collapsible 
corporations begins the day following 
completion of manufacture or construc- 
tion. Therefore, where a corporation 
receives real estate in a tax-free incor- 
poration, the holding {period includes 
such period during which the property 
was held by the transferor. If more than 
three years have elapsed since that date, 
the corporation can be liquidated with- 
out being classified as collapsible. (57- 
491). Distributions of excess FHA 
mortgage loan proceeds constitute divi- 
dends under the 1939 Code to the ex- 
tent of the available earnings and 
profits. Any excess reduces the basis 
of the stock and anything remaining 
after that is taxed as capital gain. Such 
distributions which are made after De- 
cember 31, 1949, the effective date of 
the collapsible-corporation section, must 
also be taken into consideration in de- 
termining whether the corporation con- 
stitutes a collapsible corperation. (57- 
357). (The 1954 Code specifically pre- 
scribes the treatment in the case of dis- 


tributions after June 22, 1954.) 


Section 306 Stock 


Preferred shares previously issued in 
a nontaxable merger of two large pub- 
lily owned corporations, and consti- 
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tuting Section 306 stock, were made re- 
deemable in the open market through 
the operation of a sinking fund. The 
redemption of preferred to meet the re- 
quirements of the sinking fund provi- 
sions would not be in pursuance of a 
plan having as one of its purposes the 
avoidance of income taxes, and, accord- 
ingly, capital gain treatment would be 
allowed. (57-212). Even though Section 
306 stock is received in a nontaxable re- 
organization, if it can be shown that 
the issuance of such stock was by a pub- 
licly held corporation and was not in 
pursuance of a tax avoidance plan, sale 
or other disposition of such stock will 
not be treated as ordinary income. (57- 
103). Under a plan of recapitalization, 
a corporation issued new voting com- 
mon and new non-voting common in 
exchange for its outstanding common 
stock. Both classes of stock were identi- 
cal except that the non-voting had no 
voting rights and was redeemable at 
the discretion of the corporation. The 
non-voting common is held to constitute 


Section 306 stock. (57-132). 


Consolidated Returns 


The accounting period of a subsidiary 
which joins in a consolidated return 
must conform to that of the parent as 
of the date its income first becomes 
includible in the consolidated return. 
Accordingly, where a subsidiary, em- 
ploying an accounting period other than 
that of the parent, files a consent to be 
included in the consolidated return, 
such consent acts as an automatic re- 
quest for permission to change its ac- 
counting period. (57-602). In the com- 
putation of consolidated taxable income, 
the scope of the agency of the common 
parent includes the making of such elec- 
tions on behalf of the subsidiary as the 
latter could make without the expressed 
approval of the Commissioner if sepa- 
rate income tax returns were filed. (57- 
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Gain of a parent corporation result- 
ing from cancellation of the parent’s in- 
debtedness to its subsidiary is recog- 
nized in computing the consolidated 
taxable income to the extent that the 
debt is in excess of the parent’s basis of 
the subsidiary’s stock, where the sub- 
sidiary has no available earnings or 
profits. The excess would be taxable 
as a gain from the sale or exchange of 
property. (57-201). In determining 
gain or loss on sale of stock owned by 
a member of an affiliated group in an- 
other member of the group, the basis 
of the stock is required to be reduced 
by all operating losses sustained by the 
issuing corporation for the taxable years 
it was a member of the affiliated group, 
but only to the extent that such loss 
could not have been availed of by it 
if separate income tax returns had been 
filed for each of such taxable years. 
The basis must be further reduced by 
the issuing corporation’s proportionate 
share of consolidated losses not availed 
of for such taxable years. (57-455). 

The acquisition by the parent of an 
affiliated group filing consolidated re- 
turns, of the stock of an outside corpo- 
ration for the purpose of acquiring its 
assets, and whose assets are actually 
acquired through liquidation in the same 
taxable year, does not give rise to a 
new election by the affiliated group to 
file separate returns since the acquired 
corporation does not become a member 
of the affiliated group. (57-53). Neither 
does the deactivation of one subsidiary 
and an increase in the activities of 
another subsidiary constitute “good 
cause” for granting the group permis- 
sion to file separate returns. (57-3). 

The foreign tax credit is limited by 
applying the ratio of foreign income to 
entire taxable income against the total 
U.S. tax. On-a consolidated return this 
limiting fraction is applicable to the 
total U.S. tax of the affiliated group for 
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the taxable year whether computed by 
the regular method or by the alterna. 
tive method. (57-116). It is not proper 
for some members of an affiliated group 
which file a consolidated return to elect 
to claim a credit for foreign taxes, and 
for other members to take the foreign 
tax payments as deductions in comput- 
ing the consolidated net income. The 
election to claim the foreign tax credit 
is required to be made with respect to 
all the affiliates. (57-601). 


Trusts and Estates 

A revocable trust becomes a separate 
entity for tax purposes only upon the 
grantor’s death. Therefore, even though 
the trustee filed fiduciary returns on a 
calendar year basis before the grantor’s 
death, after such death he may elect to 
file the first return for the trust either 
on the basis of a calendar year or a 
fiscal year without the Commissioner’s 
consent. (57-51). The grantor of an 
irrevocable inter vivos trust for a twelve- 
year period is treated as the owner 
thereof for tax purposes where the 
trustee has the power to withhold ac- 
cumulations of income from the bene- 
ficiary for ultimate distribution to the 
grantor or to his estate. (57-363). 
Again, where the net income and/or 
principal of the trust is, in the discre- 
tion of the trustee to be paid to the 
grantor, or applied for his benefit during 
his lifetime, the grantor will be treated 
as owner of the trust, and the income 
therefrom will be taxable to him even 
though a reserved power to revoke the 
trust may be exercised only with the 
consent of his wife, the surviving in- 
come beneficiary. (57-8). A trust pro- 
vided that the income be payable to the 
grantor during her lifetime, and_re- 
served to the grantor at all times up 
to her death the right to revoke the 
trust with the consent of named trustees 
none of whom had any adverse inter- 
est. The basis of the property to the 
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trust is the fair market value at the 
date of the grantor’s death or at the op- 
tional valuation date. (57-287). 

Under the 1954 Code, deductions, 
other than personal exemptions and 
charitable contributions, in excess of 
the gross income of an estate or trust 
for its year of termination, may be 
taken by the beneficiaries succeeding to 
the property of the estate or trust. Such 
excess deductions allowable to a residu- 
ary testamentary trust on the termina- 
tion of an estate will not be available 
to the income beneficiaries of such trust 
unless the trust also terminates in the 
same year. (57-31). 

Even though under applicable state 
law title to real property specifically de- 
vised passes directly to the devisees, 
should the property be subject to ad- 
ministration, the income derived there- 
from is includible in the gross income 
of the estate for the period that it is 
under administration. If the income is 
devised for charitable purposes it can 
be deducted by the estate as a charitable 
donation. (57-133). The funding of a 
testamentary residuary trust by the ex- 
ecutor while the estate is in the process 
of administration constitutes a payment 
under the terms of the will of a bequest 
of a specific sum of money and as such 
is neither taxable to the trustee nor 
deductible by the executor. (57-214). 


Partnerships 


Generally, a distribution to partners 
of partnership property, other than un- 
realized receivables, inventory, or money 
in excess of the partner’s basis, is tax 
free. The Service holds however that a 
contribution by two partners of their 
one-half interests in two corporations to 
the partnership, followed by the immedi- 
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ate distribution of such stock in liqui- 
dation of the partnership, constitutes a 
taxable exchange of property between 
the partners where one received all of 
the stock of one corporation, and the 
other received all of the stock of the 
second corporation. (57-200). Where a 
partner sells his partnership interest to 
a co-partner at a time when his capital 
account has a deficit, for purposes of 
computing gain on the sale the basis of 
such interest cannot be less than zero. 
If the transaction also results in a can- 
cellation of the deficit, the amount 
thereof will be considered as a separate 
distribution to the seller which will be 
treated as capital gain. (57-318). A 
distribution in kind, by a partnership in 
liquidation to a partner of his propor- 
tionate share of “inventory items which 
have appreciated substantially in value,” 
does not constitute a sale or exchange 
of such assets “for all or a part of his 
interest in other partnership property” 
within the meaning of Section 751. 
(57-68). 

The election prescribed by Section 
754 to make an optional adjustment of 
the basis of partnership property by 
reason of the death of a partner or the 
occurrence of some unforeseen event 
should be made by written statement 
and filed with the first return in which 
the election is to become effective. The 
election need not be made prior thereto. 
(57-347). An unincorporated organiza- 
tion availed of for investment purposes 
only, or for the joint production, extrac- 
tion, or use of property, may not elect 
under Section 76l(a) to be relieved 
from the statutory requirement of estab- 
lishing a valid business purpose for the 
adoption of a taxable year different from 
that of its principal members. (57-215). 
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Third and Concluding Part 


Tax Planning and the Stock Market 


By Artuur J. Dixon, C.P.A. 


Flat Bonds 

A number of bonds, primarily of the 
income variety, still sell “flat.”2°" This 
means that the quoted price for the 
bond includes the right to all accrued 
interest. On bonds not selling flat, an 
exact computation is made of accrued 
interest to the date of delivery, and the 
purchaser makes a separate payment to 
the seller for such accrued interest. 

When a bond is purchased flat, the 
subsequent receipt of the accrued inter- 
est to the date of the purchase is return 
of capital.°° When does interest accrue 
on an income bond, the interest liability 
on which is contingent upon the earn- 
ings for the year? One court has held 
that such interest does not accrue until 
after the end of the year in which 
earned because it is not known until 
that time whether interest will be pay- 
able.1°? Another court, however, takes 
a more realistic view and says that, for 
this purpose, the right to interest is re- 
flected in the purchase price of the bond 
even though acquired before the end of 
the year and the interest should be 
treated as being accrued on the pur- 
chase date.1!° 

Suppose that the back interest re- 
ceived by a taxpayer exceeds his total 
cost for the bond. Is the excess ordi- 
nary income or capital gain? Section 
1232(a)(1) of the 1954 Internal Rev- 
enue Code provides: 

“Amounts received by the holder on retire- 
ment of such bonds or other evidences of 


indebtedness shall be considered as amounts 
received in exchange therefor . . .” 
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The Internal Revenue Service has 
ruled that if at the time the back inter- 
est in excess of basis is received, it 
appears reasonably certain that the 
principal amount of the bond is to be 
paid off, such excess is taxable as ordi- 
nary income.'!! The Service says that 
the payment of the back interest is not 
the equivalent of the retirement of an 
evidence of indebtedness issued by a 
corporation. If, on the other hand, it 
does not appear that the principal of 
the bond will be paid off, the back inter- 
est will be regarded as a payment in 
discharge of the principal obligation 
with a resulting capital gain. The Tax 
Court, on the other hand, has called the 
Service’s position artificial and unreal- 
istic. It has held that back interest in 
excess of basis is capital gain as being 
in discharge of an obligation issued by 
the corporation.1!” 

The flat-interest rule enables taxpay- 
ers to realize economic interest income 
as long-term capital gain. Example: X 
Corp. has outstanding income bonds, 
the interest on which is payable only 
when, as, and if earned each year. The 
bonds sell flat. On January 15, 1957, 
when it is clear that X Corp. earned 
its 1956 interest, Mr. Smith purchases 
one of the X Corp. bonds. The flat price 
includes an evaluation of the right to 
the 1956 interest. The 1956 coupon is 
paid on April 1, 1957, and is a return 
of capital to Mr. Smith, merely reduc: 


Ep. Nore: Parts One and Two of this 
article appeared in the December 1957 and 
January 1958 issues, respectively. 
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ing his basis for the bond. X Corp. con- 
tinues to do well and it appears that it 
is earning its 1957 interest. The value 
of the bond on July 16, 1957 reflects 
the opinion of the market that the cur- 
rent interest will be paid. The price, 
therefore, includes interest from Janu- 
ary Ist. Mr. Smith then sells the bond. 
He has, in effect, realized approximately 
six-months’ interest as a long-term capi- 
tal gain. If he desires, he may retain 
the bond until after January 1, 1958. 
At that time, if the company has earned 
its interest, the price will reflect the 
right to full year’s coupon. He may 
then sell the old bond, realize his long- 
term capital gain, and start all over 
again by purchasing a new bond. 

This advantageous treatment of flat 
bonds is in sharp contrast to the treat- 
ment of cumulative preferred stock with 
respect to which back dividends are 
paid. Despite the fact that, as a prac- 
tical matter, such dividends may rep- 
resent as fixed a right as accrued 
interest, they are treated as ordinary 
income.''? Of course, this result may 
be avoided by selling the stock before 
the ex-dividend date."‘* The market 
price of the stock will generally reflect 
the right to a dividend already declared, 
and the taxpayer may thus realize the 
dividend as a capital gain.’’° This 
method of converting dividend income 
to capital gain is equally applicable to 
current taxable dividends on any stock. 


Regulated Investment Companies 


The tax treatment of distributions by 
regulated investment companies has be- 
come increasingly more significant be- 
cause of the tremendous growth of 
mutual funds, which are taxable as reg- 
ulated investment companies. 

A capital-gain distribution by such a 
company is treated as a long-term capi- 
tal gain by the receiving stockholder, 
regardless of the length of time that he 
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has held his stock.1'® The non-capital 
gain distributions by regulated invest- 
ment companies are subject to the indi- 
vidual’s full dividend exclusion and 
dividend received credit and the corpo- 
ration dividend received deduction if 
the aggregate dividends received by the 
investment company during the taxable 
year equal at least 75% of its gross 
income. If such dividends received by 
the company are less than 75% of its 
gross income, the credits and deductions 
apply to only a portion of the non- 
capital gain dividends paid, in the same 
ratio as the aggregate dividends re- 
ceived by the investment company dur- 
ing the taxable year of distribution 
bear to its gross income for such taxable 
year.117 


For taxable years beginning with 
1957, regulated investment companies 
may make constructive capital-gain 
distributions.1!8 Shareholders informed 
of such distributions must include them 
in their income as long-term capital 
gains. The shareholders are credited 
however, with the 25% tax which is 
paid by the company on the gains. In 
addition, the shareholders increase the 
adjusted basis of their shares by 75% 
of the constructive distributions. This 
amendment to the law was enacted to 
benefit lower-bracket taxpayers owning 
regulated investment company shares 
and to eliminate certain pressures on 
regulated investment companies to dis- 
tribute their capital gains. Taxpayers 
who are not in the alternative-tax 
brackets pay less than the maximum 
25% on long-term capital gains.1!° 
Nevertheless, they receive a_ credit 
against their tax for the 25% paid by 
the company. Previously, regulated in- 
vestment companies felt compelled to 
distribute their realized capital gains 
because many of their shareholders 
would pay less than 25% thereon while 
if the company did not make the dis- 


197 








tributions, it would pay 25%. The 
shareholder’s basis is increased, as set 
forth above, to prevent a_ second 
capital-gains tax on the sale of the 
shares. 

It should be noted that, with respect 
to tax-exempt interest, a regulated in- 
vestment company is at the present time 
in no better position than a regular 
corporation. ‘Tax-exempt interest re- 
ceived by a regulated investment com- 
pany is not subject to the corporate 
income tax. Nevertheless, it becomes 
part of the corporate earnings and 
profits and is, therefore, taxable as an 
ordinary dividend to the shareholders 
if distributed to them. A number of 
bills have been proposed which would 
permit regulated investment companies 
to distribute tax-exempt income to its 
shareholders, with the exemption con- 
tinuing for the latter.'*° In the mean- 
time, a New York brokerage firm has 
obtained a ruling that a fund which it 
is creating for the purpose of investing 
in tax-exempt bonds may be treated as 
a trust, with the effect that neither the 
trust nor the investor-beneficiaries will 
be taxable on the interest received on 
the trust’s investments.1*! 


Discount Bonds 

Gain on the sale or redemption of 
bonds originally issued at a discount 
is no longer all capital gain. A propor- 
tionate part of the original-issue dis- 
count is treated as ordinary income to 
each holder.'** The statute applies, how- 
ever, only to bonds held by the taxpayer 
more than six months. Obviously, the 
intention was to prevent a long-term 
capital gain on original-issue discount. 
Suppose a taxpayer has a wasted capital 
loss, or a net short-term capital loss 
being applied against a net long-term 
capital gain. May he buy discount 
bonds, hold them for not more than 
six months, sell them and realize a 
short-term capital gain? This question 
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has been informally put to the Internal 
Revenue Service, without any conclusive 
reply. It seems likely, however, that in 
view of the Committee Report!?* and 
other Internal Revenue Service rul- 
ings,!** the position taken by the Service 
would be that the short-term profit is to 
be taxed as interest income. 


Tax-Exempt Bonds 

The treatment of tax-exempt interest 
is too well known to warrant any ex- 
tended discussion. Nevertheless, two 
points should be borne in mind. In the 
first place, any premium paid for a tax- 
exempt bond must be amortized.!™ 
There is no choice. The amortization 
is, of course, not deductible.’2° Fur. 
thermore, it has been held that, in the 
case of a tax-exempt bond, the amor- 
tization must be computed with respect 
to the amount payable at the earliest 
call date.1** 

Except in the case of a tax-exempt 
bond which is actually issued at a dis- 
count (a rare situation) ,!*° any gain on 
the sale or redemption thereof is a tax- 
able capital gain.’*® The yield figures 
given on tax-exempt bonds presently sell- 
ing at a discount usually do not, take 
this potential capital gains tax into con- 
sideration. 


Year-End Sales 

Cash basis taxpayers have a great 
deal of flexibility as to year-end trans- 
actions. If such a taxpayer makes a 
sale in the regular way, with the trade 
date falling at the end of one year 
and the settlement date at the begin- 
ning of the next year, a loss is deducti- 
ble in the earlier year, but a profit is 
not taxable until the subsequent year.!*” 
The theory is that a loss is deductible 
when incurred, but, for a cash basis tax- 
payer, income is not realized until the 
cash is actually or constructively re- 
ceived. An accrual basis taxpayer, on 
the other hand, realizes taxable gain 
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or loss in the year of the contract.1*4 A 
cash basis taxpayer may, if he desires, 
accelerate the taxability of his profit by 
advising his broker to effect a cash 
transaction on the stock exchange at any 
time up to and including the last trad- 
ing date of the year. 


Dividends Received Credit and 
Deduction 


An individual is entitled to a $50 ex- 
clusion and a 4% tax credit for divi- 


dends received from qualified domestic 


corporations. The credit is, however, 
limited to 4% of taxable income.!*? If 
a taxpayer uses the alternative tax, the 
Internal Revenue Service has taken and 
presently maintains the position that the 
limitation is measured by 4% of ordi- 
nary net income.'*3 This often has the 
result of decreasing the advantage of 
the alternative tax and may even make 
it inapplicable where the decrease in the 
dividends received credit exceeds the ad- 
vantage otherwise to be derived from 
the alternative tax. 

In the case of the corporation’s divi- 
dends received deduction, the Internal 
Revenue Service has ruled for current 
years that the taxable income for the 
purpose of the limitation on such deduc- 
tion includes a net long-term capital gain 
even if the corporation uses the alterna- 
tive tax.14 The Service has never given 
a rational explanation for this inequita- 
ble distinction between corporations and 
individuals. The first case litigated on 
the question has been decided in the tax- 
payer's favor,!*° and it is recommended 
that protective refund claims be filed 
where applicable. 


Stock Dividends 

As in the case of stock rights, stock 
dividends are usually non-taxable.1*® 
The basis of stock received as such a 
dividend is a proportionate part of the 
basis of the stock with respect to which 
it is received,!*7 and the holding period 
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of the new stock includes the holding 
period of the old stock.1** Therefore, 
corporations regularly paying such stock 
dividends are attractive investments for 
high-bracket taxpayers because, by dis- 
posing of the dividend shares, they may 
realize a long-term capital gain. For 
this reason, an attempt has been made 
by certain corporations to attract in- 
vestors by having outstanding two 
classes of stock. One class pays ordinary 
dividends, while the other class pays 
only stock dividends. In one well-known 
situation,’®® the class of stock paying 
stock dividends provided no election to 
receive cash dividends but did contain 
an election to convert from the stock 
dividend paying stock to the cash divi- 
dend paying stock. 

Section 305(b)(2) provides that a 
stock dividend is taxable “if the distri- 
bution is, at the election of any of the 
shareholders . . ., payable either—(A) 
in its stock . .., or (B) in property.” 
Despite this provision, the Internal Rev- 
enue Service originally ruled in the case 
referred to above that the investors hold- 
ing the class of stock which paid only 
stock dividends were not taxable there- 
on.'#° Subsequently, the Treasury De- 
partment issued a proposed regulation 
providing that the stock dividends in 
such a case would be taxable income 
even in the absence of the right to con- 
vert from stock-dividend stock to cash- 
dividend stock.14! Apparently, the new 
Treasury position is that the very exist- 
ence of two classes of stock provides the 
investor with an election to take either 
a stock dividend or a cash dividend. 
This proposed regulation has not as yet 
been finalized. The arguments for tax- 
ability would appear to be strong when 
there is an election to convert from one 
class of stock to another because that is 
in substance an election to take a divi- 
dend in either stock or cash. It is, how- 
ever, very questionable if the mere exist- 
ence of the two classes of stock, without 
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the right of conversion, should consti- 
tute sufficient election to make the stock 
dividend taxable. 


Transfer Taxes 


Tax-saving possibilities, though small, 
should not be overlooked. On all sales 
consummated in the State of New York, 
the seller must pay both a New York 
State and a Federal transfer tax.'*? 
The State tax is deductible from ordi- 
nary income, as a tax, and does not 
reduce the selling price of the shares.'** 
This represents an advantage for such 
taxes paid on sales resulting in long: 
term capital gains.’** It has also been 
held that the Federal Transfer Tax may 
be claimed as an ordinary deduction’*® 
by a security trader. The Internal Rev- 
enue Service has, however, reaffirmed 
its prior position that all taxpayers other 
than dealers must offset the Federal 
transfer tax against the selling price of 
their securities.1*® 


Investments by Dealers 


Before the 1954 Internal Revenue 
Code, security dealers were treated quite 
sympathetically in the courts when they 
maintained that certain of the securities 
in which they dealt were, nevertheless, 
held for investment and could result in 
long-term capital gain.447 The 1954 In- 
ternal Revenue Code continues to recog- 
nize this possibility for dealers, but sets 
forth certain ground rules. Section 1237 
provides that: 

“Gain by a dealer in securities from the 
sale or exchange of any security shall in no 


event be considered as gain on the sale or 
exchange of a capital asset unless— 


(1) The security was, before the expiration 
of the 30th day after the date of its acquisi- 
tion, clearly identified in the dealer’s records 
as a security held for investment ... ; and 

(2) the security was not, at any time after 
the expiration of such 30th day, held by such 
dealer primarily for sale to customers in the 
ordinary course of his trade or business.” 
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A dealer in any security must comply 
with the above section in order to get 
a long-term capital gain, even if the ge. 
curities for which he wants to get the 
capital gain are not the same securities 
in which he deals. For example, a dealer 
in municipal bonds must, nevertheless, 
segregate and identify common stocks if 
he wants to hold the latter for invest. 
ment and for a long-term capital gain, 


The section also states: 


“Loss by a dealer in securities from the 
sale or exchange of any security shall, .. , 
in no event be considered as loss from the 
sale or exchange of property which is not a 
capital asset if at any time after November 
19, 1951, the security was clearly identified in 
the dealer’s records as a security held for 
investment.” 

Although a dealer may not, because 
of the above section, be entitled to an 
ordinary loss on any security which he 
has identified for investment, the con- 
verse is not true. A security held by a 
dealer which he does not hold primarily 
for sale to customers in the ordinary 
course of his trade or business or which 
is not included in his inventory will give 
rise only to a capital loss whether or not 
the dealer identifies the security as being 
held for investment purposes. 


“When Issued” Transactions 

Stocks or securities which are pro- 
posed to be issued pursuant to corporate 
plans of recapitalization or reorganiza- 
tion, but which are not yet in existence, 
are often traded on the stock exchanges 
on a “when, as and if issued” basis. 
Such trading is, in effect, the entering 
into of contracts to purchase or sell if 
and when the securities are issued.'* 
No actual sale takes place until the new 
securities are issued.'49 When the new 
securities are available, the Stock Clear- 
ing Corporation (an affiliate of the Stock 
Exchange set up to handle such mechan- 
ical matters) sets a date on which all 
“when issued” contracts are to be 
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cleared. Holders of the contracts are 
treated for tax purposes as buying and 
selling the securities which are the sub- 
ject of the contracts on the date so 
set.!°? If the taxpayer holds several 
blocks of the old securities and has made 
several “when issued” sales of the new 
securities, gain or loss on each transac- 
tion is measured by matching the earli- 
est “when issued” sale contracts with 
the securities sold in the order of their 
dates of acquisition.’©' It should be 
noted. however, that a “when issued” 
sale contract is considered the equiva- 
lent of a short sale for the purpose of 
the application of the rules contained 
in Section 1233.15? 

“When issued” contracts are them- 
selves property separate and apart from 
the securities to which they relate. Ac- 
cordingly, purchases and sales of such 
contracts give rise to gains and losses, 
subject to the same rules as are appli- 
cable to all other forms of property.'** 

As noted above, securities received 
and delivered on the “when issued” set- 
tlement date pursuant to buy and sell 
contracts are treated as having been 
purchased and sold on that date. If 
the matching of such purchases and 
sales results in any losses, and if the 
securities received pursuant to buy con- 
tracts exceed those delivered because of 
the sell contracts, it has been ruled tliat 
a wash sale results.1°* The disallowed 
loss is added to the basis of the same 
number or amount of unsold securities 
acquired pursuant to the earliest buy 
contract.15° Since all of the securities 
received as a result of the execution of 
“when issued” buy contracts are ac- 
quired on the same day and, because of 
the mechanics of the Stock Clearing 
Corporation, in the same lot, the pos- 
sibility of the application of a more 
recent ruling should be considered. Pre- 
viously cited,!** the ruling holds that a 
wash sale does not result when the sale 
is made out of a single lot of securities 
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acquired within the preceding 30 days. 

If an investor purchases a valuable 
“when issued” contract, he realizes no 
immediate gain or loss. If the reorgani- 
zation is consummated, the cost of the 
contract is an adjustment of the pur- 
chase or selling price of the securities 
purchased or sold pursuant thereto.'7 
If the reorganization is not consum- 
mated, so that the “when issued” con- 
tract becomes worthless, the Internal 
Revenue Service has ruled, in an unpub- 
lished ruling, that the cost of the 
contract may be taken as an ordinary 
deduction. 


Technical Amendments Bill of 1957 


Several sections of the Technical 
Amendments Bill of 1957 deal with 
problems in the security investment 
area. Although Congress took no action 
on the bill at the 1957 session, it is 
reasonably certain that the bill will be 
taken up and probably passed next year. 
An explanation of the applicable sec- 
tions follows. 

1. Dealers in tax-exempt bonds will 
have to amortize the premium on all 
such bonds owned by them. Under the 
1954 Code, such amortization is not 
necessary for dealer bonds sold within 
30 days after acquisition or if the ma- 
turity or earliest call date of the bonds 
is more than five years from the date 
of acquisition. 

2. Corporations will no longer be 
able to create dividend income, taxable 
at a maximum of 7.8%, and an off- 
setting short-term capital loss, by pur- 
chasing stock just before the ex-dividend 
date and selling it immediately there- 
after. To get the dividends received 
deduction, they will have to hold the 
stock more than ten days, and in the 
case of a preferred stock dividend cov- 
ering a period of more than one year, 
more than 90 days. Similarly, no divi- 
dends received deduction will be allowed 
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if the corporation is obligated to make 
a corresponding payment, whether pur- 
suant to a short sale or otherwise. 

3. Buying and selling the stock of a 
regulated investment company around 
the ex-dividend date of a capital gain 
distribution now results in a long-term 
gain (on the dividend) and a corre- 
sponding short-term loss (on the sale). 
Under the bill, the loss on the sale will 
be long-term if the stock is held for less 
than 31 days. 


4. Under the 1954 Code, taxpayers 
are permitted to create artificial dis- 
counts, later realizable as long-term 
gains, by buying bonds with one 
year’s coupons detached. The Technical 
Amendments Bill will treat such “dis- 
count” when realized, as ordinary in- 
come. 


5. The 1954 Code prohibits the de- 
duction of amortization to an “earlier 
call date” of premium on bonds issued 
after January 22, 1951 with a call date 
within three years of the issue date. This 
prohibition will be extended by the new 
bill to all bonds and any premium will 
be deductible only over the period from 
acquisition date to maturity date and 
with respect to the amount payable at 
maturity. 


6. Any profit on the sale or redemp- 
tion of bonds issued at a discount will 
be ordinary income to the extent of the 
“original issue discount.” The present 
law treats only a portion of such dis- 
count realization as ordinary income, 
based on the ratio of the number of 
months the bond was held by the tax- 
payer to the total number of months 
from issue date to maturity date. This 
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has presented the possibility of unin- 
tended capital gains when bonds are 
issued with distant maturities and actu- 
ally redeemed much earlier. 

7. Double deductions which are pres- 
ently available for the interest paid on 
a loan subject to which property is 
contributed to a charity, will be denied, 
A taxpayer on the cash basis making 
such a contribution now deducts the 
interest paid as interest and the prepaid 
interest at the time of the donation as a 
contribution. The latter deduction will 
be disallowed. Another even more com- 
plicated version of this idea involves the 
purchase of, and borrowing on, coupon 
bonds. A double deduction has. in 
effect been obtained for the interest ac- 
cruing before the contribution, as well 
as for the post-donation interest, as a 
result of the contribution deduction for 
the value of the accrued interest on the 
bonds. This additional double deduc- 


tion will also be denied. 


8. A security dealer is presently able 
to avoid the application of some of the 
short sale rules in Section 1233. The 
rules apply only when the property 
used to close the short sale is a capital 
asset. Dealers have found it advantage- 
ous at times to close a short sale with 
inventory securities. The bill will make 
the rules applicable to all short sales 
regardless of the nature of the property 
used to close. 

The Technical Amendments Bill makes 
all of the above provisions retroactive 
to 1956, generally to transactions after 
November 7th of that year. It is prob- 
able, however, that the effective date 
will be moved forward when the bill 
is finally enacted. 
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A Proposal for a Federally-Based 
New York Personal Income Tax 


By Peter MILLER 





It is proposed that the New York 
personal income tax be imposed upon 
net income as defined for federal income 
tax purposes. Instead of attempting its 
own definition of net income, the New 
York statute would simply refer to the 
federal statute. Thus, one would look 
to federal law to find out what is to 
be included in gross income and what 
is to be deducted. Moreover, as federal 
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A formal study of the feasibility of a federally-based New York State per- 
sonal income tax, as discussed in this article, has been recommended by the 
Executive Committee of the New York State Bar Association and by the 
Board of Directors of the New York County Lawyers Association. In citing 
the advantages of the proposal and evaluating various objections, the author 
contrasts the present complications in computing the personal income tax 
with the automatic conformity under the franchise tax. 


law changes, New York law would au- 
tomatically change with it. 

Under this proposal, the New York 
return could start with the figure for 
net taxable income in the federal re- 
turn. The taxpayer would then add or 
subtract whatever items New York sees 
fit to change in the federal figure. For 
example, he would subtract interest re- 
ceived on federal bonds and add inter- 
est received on bonds of the other States. 


The starting point would be the fed- 
eral definition of net income, not the 
federal tax itself. Alaska has experi- 
mented with a local income tax ex- 
pressed as a percentage of the federal 
tax. But the present proposal is far less 
novel. 


Franchise Tax Precedent 

This proposal merely extends to in- 
dividuals the very same procedure that 
New York has been using for corpora- 
tions for approximately forty years. The 
present franchise tax under Article 9A 
defines the term “entire net income” to 
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mean “total net income from all sources, 
which shall be presumably the same as 
the entire net income which the tax- 
payer is required to report to the United 
States treasury department.” This defi- 
nition is reflected in Schedule A of the 
Corporation Franchise Tax Report on 
Form 3-CT. This Report requires the 
corporation to “copy items 1 to 30” 
from its federal return. The resulting 
net income figure is then adjusted and 
allocated to arrive at the New York tax 
base. Thus a substantial part of the 
New York return can be prepared and 
audited, simply by referring to the fed- 
eral return. 

Under this provision, numerous fed- 
eral changes have been incorporated in 
the New York corporate tax base, 
quickly and without special legislation. 
Important examples include 60-month 
amortization of certified emergency fa- 
cilities, declining-balance depreciation, 
expensing and amortization of outlays 
for research, and amortization of organi- 
zational costs. 

The resulting conformity of the New 
York franchise tax to the federal corpo- 
ration income tax is in sharp contrast 
to the present chaotic situation under 
the New York personal income tax. 
There are now literally hundreds of dis- 
crepancies between federal and New 
York tax rules applying to unincorpo- 
rated taxpayers. Many of these dis- 
crepancies have nuisance value far in 
excess of their importance. 


Examples of Non-Conformity 

Take the case of a widow receiving an 
annuity. For federal tax purposes, her 
cost for the annuity policy is amortized 
over her life expectancy. But New York 
still adheres to the old 3 per cent rule 
that the federal law abandoned in 1954. 
Hence, the widow must figure her an- 
nuity one way for federal purposes and 
a different way for New York pur- 
poses, even though the end result is 
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often the same under both methods. 

If she decides to sell stock inherited 
from her husband, her federal gain or 
loss must be recalculated for New York 
if the stock was reported in the federal 
estate tax return at its “optional” value 
one year after death. Again, income 
earned by the husband which is re- 
ceived after his death is taxed when 
received by the estate or beneficiary 
for federal purposes, but is taxed in 
the decedent’s last return for New York 
purposes unless a bond is filed. 

Innumerable other, equally annoy- 
ing examples of non-conformity could 
be given. Thus New York allows de- 
ductions for many federal taxes, such 
as excises on admissions, transporta- 
tion, and telephone service, which are 
not deductible as taxes for federal pur- 
poses. Conversely, New York allows no 
deductions for income taxes paid to 
States or to foreign countries, which 
can be deducted in the federal return. 
New York does allow a credit against 
its tax for income taxes paid to other 
States in certain cases but not to for- 
eign countries, whereas the federal gov- 
ernment allows a credit for foreign in- 
come taxes but not for State income 
taxes. 

Particularly vexatious are the New 
York rules limiting the deductions for 
medical expenses and charitable con- 
tributions by percentages of “net in- 
come.” This is in contrast to the fed- 
eral limitations based on “adjusted 
gross income.” 

Piecemeal Amendments are 

Unsatisfactory 

These long-standing discrepancies 
have been multiplied by the ever-in- 
creasing volume of federal statutory 
changes, especially since around 1950. 
Because of these changes, several hun- 
dred bills are introduced at each ses- 
sion of our Legislature, each propos- 
ing to alter one or more details of the 
New York tax law along the general 
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lines of some recent federal amend- 
ment. Most of these bills are never re- 
ported out of committee, primarily be- 
cause of bad draftsmanship, lack of in- 
terest, or the shortness of the session. 

For example, apart from minor rate 
reductions and a few “humanizing” 
amendments, the tax legislation of the 
1956 session dealt entirely with innocu- 
ous trivia such as 52- or 53-week fis- 
cal years, exclusion of certain employee 
death benefits up to $5,000, and dis- 
allowance of interest paid to purchase 
certain single-premium life insurance, 
annuity, and endowment policies. But 
not even a start was made toward in- 
corporating the really important 1954 
federal changes affecting annuities, es- 
tates and trusts, partnerships, corporate 
readjustments, depreciation and _ac- 
counting procedures, etc. The same 
was true of the 1957 session. 

Although this delay is understandable, 
it points up but one of the obstacles en- 
countered under the present method of 
piecemeal conforming legislation. New 
York amendments usually deal with only 
part of the area covered by the corre- 
sponding federal section. Usually, the 
New York bill will contain many varia- 
tions in phraseology, but there will be 
no official commentary as to the rea- 
sons for these variations. Even where 
the substance is unchanged, the amend- 
ment will characteristically “look differ- 
ent,” that is, if you can find it after 
it has been reworded to fit in with the 
capsulated but cumbersome “style” of 
the New York statute. Typically, New 
York will run together several federal 
subdivisions and then tack the new 
matter on to existing subsections, which 
are already overly long and lack ade- 
quate captions. 
Advantages of the Proposal 

The primary advantage of a federally- 
based State income tax is, of course, 
simplicity, both in the taxpayer’s work 
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in preparing his return and in the 
State’s work in auditing the return, 
This is readily seen from th simple 
postcard return used by Vermont, one 
of the four States that have already 
adopted the federal definition of net 
income. The other three are Iowa, Ken. 
tucky, and Montana. 


But simplicity is by no means the | 


only reason for a federally-based tax, 
Such a law would also promote cer. 
tainty. Thus, it would clearly encourage 
the use of interpretations of the fed- 
eral statute, particularly the ever-grow. 
ing number of court decisions and ad. 
ministrative rulings. At present, pub- 
lished interpretations of the New York 
tax law are scanty, largely because the 
amounts of tax in dispute rarely war- 
rant the expense of litigation. 

A federally-based tax would also make 
available many federal provisions af. 
fording “relief” and “incentives” in 
specialized situations, such as fellowship 
grants and employee stock options. Be- 
cause they benefit few taxpayers within 
a single State, provisions of this type 
rarely command sufficent interest to 
impel their adoption by the Legislature. 

The State would also benefit from 
the many federal “loop-hole closing” 
provisions, for example, denial of capi- 
tal gain treatment in cases of “collapsible 
corporations” and “preferred _ stock 
bail-outs.” These also seem to lack the 
impetus for separate enactment. 


Objections to the Proposal 


Perhaps the most serious practical ob- 
stacle to a federally-based tax on indi- 
viduals is the difficulty of predicting its 
effect on State revenues. Theoretically, 
any reduction in tax collections could be 
offset by adjusting tax rates or personal 
exemptions. Practically, however, such 
adjustments may not be politically fea- 
sible, especially as they might affect 
taxpayers in the lower brackets. 
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Unfortunately, it is hard to predict 
the fiscal impact of even a single new 
tax provision. Cases in point are the 
ill-fated Sections 452 and 462 of the 
1954 Internal Revenue Code. A fortiori, 
it may be impossible to calculate, in ad- 
vance, the combined revenue effect of 
the hundreds of technical changes in- 
volved in our New York proposal. 


Notwithstanding this difficulty, how- 
ever, it is recommended that a statistical 
study of the possible revenue conse- 
quences be attempted. Such a study, 
even though not definitive, is desirable 
for whatever light it might be able to 
shed. The State Tax Commission would 
be in a good position to make this 
study as it has access to all returns on 
fle for prior years. Presumably, the 
Commission would require an appro- 
priation of additional funds to finance 
the study. It is recommended that the 
Legislature make the necessary funds 
available at an early date. 


Any reduction in the State’s theoreti- 
cal tax base would be at least partly 
counterbalanced — and_ possibly even 
outweighed—by the improvements made 
possible in enforcement procedures. 
Identical tax rules would afford the 
State a speedy and inexpensive method 
of checking up on taxpayers. The State 
could then simply compare the starting 
figure in the New York return with the 
taxable income shown in the federal 
return. The mere publicizing of such 
a procedure would tend to deter evasion 
and encourage compliance. Moreover, 
the saving of time and expense to the 
State Income Tax Bureau would enable 
it to check many more returns than at 
present. Thus, conformity can be ex- 
pected to increase the collectability of 
the New York tax, whatever its effect 
may be upon the theoretical tax base. 


New York tax collections may be 
aflected not only when a federally-based 


1958 


tax is first adopted, but also in subse- 
quent years as the federal base is 
amended. Thus, it has been argued that 
the State’s revenues might fluctuate un- 
predictably because of tax changes initi- 
ated in Washington. If an amendment 
affecting the current year were enacted 
by Congress after the Legislature ad- 
journs in April, the State could not 
nullify the amendment until the follow- 
ing January. 

It should be noted, however, that this 
type of delay is not likely to cause much 
harm as income tax rates have usually 
remained undetermined until the next 
year’s session. Moreover, State revenues 
have long been influenced by federal 
policies as to fiscal, monetary, agricul- 
tural, labor, welfare, defense and for- 
eign policies. These policies vitally af- 
fect the size of the income available for 
taxation by the State. Compared with 
the massive effects of federal policies 
on these issues, revenue fluctuations 
from changes in technical tax rules, such 
as the computation of income from an- 
nuities and partnerships, are likely to 
be insignificant. It is noteworthy that 
New York has taken no steps to amend 
its federally-based corporation franchise 
tax despite the substantial loss of po- 
tential revenue during recent years from 
increased federal allowances for amorti- 
zation, depreciation, depletion, and the 
like. 

Another objection that has been made 
to the proposal for a federally-based tax 
is that the chief beneficiaries of con- 
formity would be well-to-do individuals 
with complex tax problems involving 
corporations, partnerships, trusts, and so 
forth. It can be argued that conformity 
—or its absence—should not be of any 
concern to the typical small taxpayer 
because his income consists almost en- 
tirely of salary and savings bank inter- 
est, which will remain fully taxable ir- 
respective of conformity legislation. Now 
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there is a good deal of truth in this. 
But it is not the whole truth. 


Even small taxpayers often suffer from 
divergencies between federal and State 
tax rules. Thus, prior to the New York 
amendment last summer, an employee’s 
right to exclude sick pay was governed 
by one set of rules for his federal return 
and another for his New York return. 
This continues to be true of his deduc- 
tion for medical expenses, and the even 
more complex question of whether to 
claim the medical deduction by itemizing 
deductions, instead of claiming the 10 
per cent standard or optional deduction. 
Thus, even the small taxpayer can easily 
become entangled in the web of the dis- 
tinctions between federal and New York 
rules. Moreover, he will usually have 
little competent advice as to these nice- 
ties from his candy-store “tax experts.” 


There is another reason why income 
tax conformity should not be viewed as 
being only for the benefit of the wealthi- 
est taxpayers. If a man’s income is 
taxed by the federal government at a 
top rate of, say, 70 per cent, he will 
recoup 70 per cent of his 7 per cent 
New York tax by claiming it as a fed- 
eral deduction. Thus, for taxpayers in 
a 70 per cent federal bracket, the effec- 
tive rate of the New York tax is only 
around 2 per cent. 


Obviously, the federal deduction lim- 
its New York’s ability to reduce the 
total tax burden on individuals in high 
federal brackets. Whether or not “re- 
lief’ for such taxpayers is desirable, it 
should be noted that any reduction in 
their New York income tax base or rate 
will increase their federal tax by per- 
haps 70 per cent of the New York 
tax saving. Such a taxpayer would thus 
receive the benefit of only a small part 
of the New York reduction, the balance 
representing merely a shift of revenue 
from Albany to Washington. Hence, the 
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conformity proposal would not make 
much sense if its main purpose were to 
cut taxes on the well-to-do. 

It is apparent that the New York tax 
burden is heaviest on taxpayers in the 
middle of the income scale, that is, indi- 
viduals with a part of their incomes 
over the $9,000 level at which the top 
7 per cent rate comes into play, but 
not to such an extent as to be subject 
to high federal rates. This would be 
true of a married man with net income 
of $18,000 before exemptions. His top 
federal rate would only be around 34 
per cent. Depending upon whether he 
also itemizes his federal deductions, this 
man would be subject to an effective 
New York rate of from 5 to 7 per cent, 
perhaps double or triple the effective rate 
on a taxpayer in top federal brackets. 


Another objection made against the 
proposal for a federally-based tax is 
that the Legislature should be free to 
carry out its own ideas as to how the 
income tax base should be defined. In 
other words, why assume that the rules 
made by Congress are better? However, 
this objection misses the main point of 
the proposal. The State is urged to 
adopt the federal rules, not so much 
because they are better, but primarily 
because it is desirable to have only one 
set of rules. The nub of the argument 
is that two sets of tax rules just aren't 
worth the trouble they cause. The New 
York tax doesn’t amount to enough to 
justify the nuisance of compliance with 
a second set of complexities. 

For example, the Legislature in 1957 
enacted an additional $400 exemption 
for a taxpayer with a dependent over 
age 18 at college. The maximum possible 
saving from this provision is only $28 
a year even if the full 7 per cent rate 
applies, hardly much of a subsidy for 
the hard pressed parent of a boy or 
girl at college. The saving is, of course, 
much less after the federal deduction. 
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A Proposal for a Federally-Based New York Personal Income Tax 


This example serves to provide at 
least a partial answer to the objection 
that the Legislature should be free to 
exercise its own independent judgment 
in the income tax field or, in colloquial 
terms, that the State tax should not be 
made “a tail on the federal kite.” This 
example points up the fact that, no mat- 
ter how the Legislature may shape the 
State tax base, a low-rate State tax can- 
not be an effective instrument to carry 
out public policies such as the encour- 
agement of higher education. Hence, 
the Legislature’s surrender of power 
under the present proposal is largely 
illusory: there is little real power to 
surrender. 


Adjustments to Adapt Federal Base 


The proposal does not, however, re- 
quire New York to adopt the federal 
definition of net income in its entirety 
and with no changes whatever. It is 
proposed only that the federal figure be 
used as a starting point, this figure then 
being adjusted in several ways to arrive 
at the New York tax base. These adjust- 
ments would permit the State to reject 
any provision in the federal law which 
is found to be objectionable for some 
reason, just as the State now eliminates 
operating loss carry-overs under the 
franchise tax law. : 

Apart from policy considerations, sev- 
eral adjustments of the federal base 
would be required for constitutional and 
technical reasons. Thus, for example, 
it would be necessary to subtract out 
any pensions received by employees 
of New York State because the State 
Constitution exempts such pensions 
from income tax. Adjustments would 
also be required to eliminate all federal 
deductions for personal exemptions, such 
as those for dependents, old age, and 
blindness. Although such exemptions 
are now subtracted in arriving at fed- 
eral taxable income, they really modify 
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the federal rate. They might therefore 
be added back to federal income, which 
can then be reduced by whatever per- 
sonal exemptions the State sees fit to 
allow in the light of its own revenue 
needs and standards of fairness. 

Conceivably, New York may also wish 
to add back all federal deductions for 
State and foreign income taxes, includ- 
ing New York income taxes for earlier 
years paid during the current year. 
However, elimination of such deductions 
is not presently required for franchise 
tax purposes. Accordingly, there may 
be a question of policy as to whether 
these deductions should be eliminated for 
personal income tax purposes. 

Constitutional considerations would 
also seem to require (1) elimination of 
interest received on federal obligations, 
and (2) addition of interest received 
on obligations of States and municipali- 
ties outside New York. Here, however, 
a question arises. If interest income is 
to be recalculated, should there also be 
a recalculation of the deductible portion 
of any expenses allocable to this income, 
such as custody and advisory fees? 
Logically, perhaps, these expenses should 
be adjusted, but if this is to be required, 
then doesn’t the adjustment defeat a 
major purpose of a federally-based tax, 
which is simplicity? 

Let’s take another example. The In- 
ternal Revenue Code is honeycombed 
with effective dates reflecting a long 
history of federal court decisions and 
statutory amendments. Thus, in the case 
of annuities, January 1, 1954 is the 
change-over date from the old 3 per cent 
rule to the present life-expectancy rule. 
Arguably, this January 1, 1954 date is 
irrelevant for New York tax purposes. 
Logically, perhaps, it should be replaced 
with some other date, such as the effec- 
tive date of the new federally-based 
personal income tax law. But here, too, 
such logic may be self-defeating because 
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A Proposal for a Federally-Based New York Personal Income Tax 


the major purpose of a federally-based 
tax is to eliminate complexities of this 
type. Again, consistency within the 
State tax structure should give way to 
consistency with the federal law in order 
to avoid too many exceptions to the 
federal rules. 

These few illustrations should indicate 
that considerable study will be required 
to adapt the federal tax base for State 
purposes. A comprehensive study of 
this type would involve detailed con- 
sideration of most of the income tax 
provisions of the Internal Revenue Code. 
It should also cover the difficult ques- 
tion as to how a federally-based tax 
could apply to non-residents. It is there- 
fore recommended that a staff of ex- 
perts be employed to draft a conformity 
statute embodying the appropriate tech- 
nical amendments. This draft could 
then be reviewed by representatives of 
the Bar Associations, The New York 
State Society of Certified Public Ac- 
countants, and other interested groups. 


Constitutionality 

Assuming that all technical drafting 
problems can be resolved, it is necessary 
to consider whether the New York Con- 
stitution contains any prohibition against 
such legislation. 

Four provisions of the present New 
York Constitution might conceivably af- 
fect the conformity proposal. The issues 
they raise are as follows: 

1. Would a federally-based personal 
income tax constitute a delegation of 
legislative authority by the New York 
Legislature to the Federal Government, 
which would violate Article III, Section 
1 of the New York Constitution? 
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2. Would such a federally-based tax 
involve an improper statutory incorpo. 
ration by reference, thus contravening 
Article III, Section 16 of the New York 


Constitution ? 


3. Would such legislation “state the 
tax and the object to which it is io be 
applied” in such a manner as to com. 
ply with the provisions of Article III, 
Section 22? 

4. Would the power of taxation be 
“surrendered, suspended or contracted 
away,” or would exemptions be granted 
so as to violate Article XVI, Section 1? 


Although the authorities are by no 
means conclusive, study indicates that 
the courts have not construed these pro- 
visions to mean what they seem to say 
on first acquaintance. On the contrary, 
the courts have repeatedly sustained leg- 
islation fairly similar to that under con- 
sideration, although they have never 
been asked to rule on the constitutional- 
ity of the virtually identical provision in 
the franchise tax law. Nevertheless, it 
is almost inconceivable that the courts 
would now rule invalid this franchise 
tax rule after some forty years of suc- 
cessful operation. It therefore seems 
reasonably certain that the courts would 
also sustain a federally-based personal 
income tax parallel to the franchise tax 
statute. Accordingly, such _ legislation 
should not require any amendment of 
the present New York Constitution. 

The chances of favorable legislative 
action might be enhanced, however, if 
the Constitution were amended to elimi- 
nate completely any remaining shadow 
of doubt as to its constitutionality. It 
is therefore to be hoped that such an 
amendment will be speedily adopted. 
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= York State Tax F 
“|New York State fax Forum 
ivening 
v York Benjamin Harrow, C.P.A., J.D., initiator of this department in February 
1947, and its editor continuously in the ensuing eleven years, died on 
ate the January 26, 1958. In place of his usual department, Max Block, Chairman 
pes of the Society’s Committee on Publications, has written the following tribute 
sth to his memory, in recognition of his prodigious services and his great 
‘ —_ devotion to this department, to the magazine, to our Society, and to the 
me Hl, | accounting profession as a whole. 
—TueE Epiror 
ion be 
tracted 
a 
‘ranted 
ion 1? : 7 ; 
In Memoriam -Benjamin Harrow 
pn (1892-1958) 
s_ that 
s€ pro- ; y 
to say Ben Harrow is no more, but he has left a cherished heritage 
ntrary, | of memories and works to the members of the New York State 
ed leg | Society of CPAs, and to the accounting profession as a whole. It 
pion can be truly stated that he was selfless in his devotion to his pro- 
staal fession and fellow men, and that he gave unstintingly of his physical 
sion in self, his time, and of his great talents. 
ess, il Many men will mourn for him as their great teacher, the man 
courts | who inspired them to achieve excellence of character as well as 
inchise : ? ; 
yoo technical excellence. For this some have referred to him as an 
seems | “architect of character.” Many members of the profession will 
would } remember him as the prolific author and lecturer who added so 
rsonal | much to their store of knowledge and helped solve so many of their 
— technical problems. Those whe were close to him in the State 
slation ; ‘ ‘ : : * 
ont of | society and the Institute will grieve for him as a friend who endeared 
“4 himself to them by his friendliness, character, and gentility, and 
slative whom they respected for his competence, erudition, and devotion to 
ver, if his profession. His family, of course, will miss him as a devoted 
= husband, and as a kindly father who helped in the intellectual and 
1 ire ° 
i spiritual development of his daughter and two sons. To all of the 
ch an aforementioned, Ben Harrow’s way of life an is achievements 
f tioned, Ben H y of lif dh h t 
ted. | will always be a cherished memory, and to succeeding generations 
they will be goals for emulation. 
Prior to entering the professions of accountancy and law, Ben 
Harrow was a teacher. For a while he was a teacher of English 
at the De Witt Clinton High School. There he endeared himself to 
his pupils by virtue of his inspirational qualities, the masterful 
March 1 1958 211 











New York State Tax Forum 


lucidity of his teaching, and the humane and sympathetic consicera- 
tion of the pupil as an individual. Thereafter he transferred his 
interest to the professions which became his life work, and for over 
twenty years he was a member of the faculty of St. John’s University 
where he lectured on some accounting subjects but more importantly 
on tax law. At the time of his death he had the rank of Professor 
Emeritus of the St. John’s University School of Law. There, too, 
his personal traits and competence endeared him to his students. 
Many members of our Society remember him well as their high school 
teacher or college professor, all with pleasure and gratitude. 

Members of our Society knew Ben Harrow as the editor of the 
monthly New York State Tax Forum Department of THe New York 
CERTIFIED PuBLIC ACCOUNTANT, as well as the author of many 
articles on various federal and state taxes which appeared in THE 
New York CERTIFIED PuBLIC ACCOUNTANT and in THE JOURNAL 
or Accountancy. In 1949 his tax department in our Society’s 
magazine was the recipient of an Award of Merit certificate in the 
Eleventh Annual Editorial Competition conducted by Industrial 
Marketing magazine for an outstanding series of articles among the 
Class, Institutional and Professional papers. 

Very few realize how much time and effort was involved in 
the research, writing, and careful checking and editing to produce 
these articles and departmental material. Ben was not one to talk 
about it, nor to complain. Realizing that many accountants would 
base decisions and actions on his pronouncements, he exercised most 
meticulous care in checking and rechecking every position he took 
in his New York State Tax Forum Department, regardless of the 
cost in time and effort. As a result of his position as departmental 
editor, and as a renowned authority, his office was always “open 
house” for Society members and others who, by telephone and by 
mail, presented problems to him that arose in their practices, and 
requested his advice and counsel. The demands on his time were 
very considerable in the aggregate, each month, yet he carried on 
uncomplainingly and willingly. 

His most outstanding literary work is his book entitled “New 
York State Income and Franchise Taxes.” Despite the changes 
wrought by time, this book is still a recognized guide to New York 
State tax law and procedures. 

Those who had the pleasure and privilege of being associated 
with him in the Society’s affairs, and in his other activities, quickly 
came under the spell of his personality. He will be sorely missed at 
State Society and American Institute meetings and conventions, which 
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Ta- he attended faithfully, often as a member, often as a speaker, giving 
his of his time and knowledge generously and cheerfully. He illumined 
ver every group in whose midst he was present. His ready, warm smile 
sity made one feel welcome and at ease immediately. The light in his eyes 
itly beamed kindliness and humility. His handshake was the sincere 
sor clasp of a friend’s hand. 
00, Ben Harrow was not one to be a passive member of his State 
nts. | Society even with respect to its administration. In the face of his 
ool many commitments, not to mention his own economic and social 
| obligations, he nevertheless made time to volunteer for active Society 
the duty. In recognition of his competent and devoted services he was 
RK elected to high position in the Society and was appointed to im- 
ny portant posts. He was elected to the Board of Directors for a three- 
We | year term and a few years later to the position of Vice President. 
vAL He served as chairman or as a member of these committees, apart 
'y’s from various special assignments: Committees on Education, Legis- 
the lation, Cooperation with State Education Department, Cooperation 
‘jal with the Bar, Federal Taxation, State Taxation, Meetings, Committee 
the Operations, Publications, Awards, Nominations, and a few others. 
His membership in the American Institute of CPAs was also 
in not passive. For two years he served as a member of its Council 
uce and he was a member of their Federal Taxation Committee for eight 
alk years and served on the Social Security Act committee. 
uld In all of these undertakings he performed as was natural for 
ost him, with initiative, intelligence, competence, and dependability. No 
0k self-interest, pride or egotism ever colored his judgment or actions. 
the For these reasons his views were sought out and respected. 
ital Ben Harrow’s compassion for mankind made it possible for 
_ him to hurdle the very high barriers of preoccupation with the cited 
by activities and to find time for active service in welfare organizations. 
wail There were many such organizations to which he gave of his time, 
ere money, and physical self. Outstanding in this area of activity was 
on his response to the urgent need of his foreign co-religionists for a 
place of safety and spiritual growth. His extensive personal efforts 
og to aid in the development of the State of Israel received the com- 
ges mendation of his co-religionists and of humanitarians generally. 
ork There is much more that could be said of this unusual man, 
whose life was so deliberately devoted to the service of his fellows. 
ted Long ago Plutarch stated that “The measure of a man’s life is the 
kly well spending of it, and not the length.” By that standard Ben 
| at Harrow’s life measured up to the highest potential. 
ich acm 
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Accounting at the SEC 


Conducted by Louis H. Rappaport, C.P.A. 


SEC Proposes to Amend Rule 
Governing Accountants’ Independence 


The SEC recently announced that it 
has under consideration a proposal to 
amend Regulation S-X. This is the 
Commission’s regulation which governs 
the form, content and certification of 
financial statements filed under most 
of the statutes administered by the 
Commission. 

The proposed amendment relates to 
Rule 2.01 regarding the qualifications 
and independence of accountants who 
certify financial statements for filing 
with the Commission. In announc- 
ing the proposal the Commission said 
the revision would give effect to ad- 
ministrative practice which has been 
in process of development for some 
time. 

The proposed amendment eliminates 
the absolute prohibition of any in- 
direct financial interest on the part of 
the accountant in the registrant or any 
of its affiliates (parents or  subsidi- 
aries). The amended rule retains the 
prohibition against any direct financial 
interest in the registrant or its affiliates 
and also continues certain other dis- 
qualifying connections. The existence 





Louis H. Rappaport, C.P.A., a partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A.s, is the author of 
SEC AccountinG PRACTICE AND PRo- 
CEDURE. 
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of any such interest or connection will 
be considered conclusive proof of lack 
of independence unless evidence to the 
contrary is produced which is con- 
vincing to the Commission. 


Rule 2.01 presently consists of three 
paragraphs—(a), (b), and (c). In 
order that our readers may understand 
the significance of the changes, they 
are reprinted below as now in effect, 
and as proposed to be revised. 


Rule 2.01(a) as now in effect: 


(a) The Commission will not recognize 
any person as a certified public accountant 
who is not duly registered and in goad stand- 
ing as such under the laws of the place of 
his residence or principal office. The Com- 
mission will not recognize any person as a 
public accountant who is not in good stand- 
ing and entitled to practice as such under 
the laws of the place of his residence or 
principal office. 


Paragraph (a) would continue in 
effect without change. 


Rule 2.01(b) as now in effect: 


(b) The Commission will not recognize 
any certified public accountant or public 
accountant as independent who is not in fact 
independent. For example, an accountant 
will not be considered independent with re- 
spect to any person, or any affiliate thereof, 
in whom he has any financial interest, direct 
or indirect, or with whom he is, or was dur- 
ing the period of report, connected as a 
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Accounting at the SEC 
promoter, underwriter, voting trustee, direc- will not confine itself to the relationships 
tor, officer, or employee. existing in connection with the filing of re- 
ports with the Commission. 
Paragraph (b) would be amended 
to read as follows: Paragraph (c) would be amended to 
(b) The Commission will not recognize read as follows: 
any certified public accountant or public ac- (c) In determining whether an accountant 
countant as independent who is not in fact may in fact be not independent with respect 
independent. For example, an accountant to a particular registrant, the Commission 
will be considered not independent with re- will give appropriate consideration to all re- 
spect to any person or any of its parents or Jevant circumstances, including evidence 
subsidiaries in whom he has, or had during hearing on all relationships between the ac- 
the period of report, any direct financial in- countant and that registrant or any affiliate 
terest or any material indirect financial in- thereof, and will not confine itself to the 
terest; or with whom he is, or was during relationships existing in connection with the 
such period, connected as a promoter, under- filing of reports with the Commission. 
1 will writer, voting trustee, director, officer, or 
- Tack employee. All interested persons are invited to 
o the Rule 2.01(c) as now in effect: submit their views and comments on 
or (c) In determining whether an accountant the proposed changes to the SEC, Wash- 
is in fact independent with respect to a par- ington 20, D. C. The Commission asked 
ticular registrant, the Commission will give for ¢eomments before February 28, 
three appropriate consideration to all relevant cir- 1958, but we believe that comments re- 
In cumstances including evidence bearing on : ‘ 
stand all relationships between the accountant and ceived shortly after that date will also 
they that registrant or any affiliate thereof, and be carefully considered. 
ffect, oe aa 
The Country Practitioner 
Life in the country has many attractions. The essentials of life are cheaper and 
it is very much easier to obtain a home of which to be proud without the com- 
ognize mitment of a large mortgage or the payment of an exorbitant rent. There is a 
untant ~~ much greater opportunity to become integrated into the community, while the 
stand- healthy environment of the New Zealand country town provides a better playground 
ace of for children than the asphalt streets of the city. Last, but by no means least, the 
Com- tempo of life is more restrained—with beneficial results in reducing the incidence 
as a of occupational ulcers which are so common among city dwellers... . 
stand- The most serious problem facing.a country practitioner is that caused by his 
under isolation. There may be no opportunity to discuss a technical problem with a part- 
ce ner, while the advice of experienced colleagues is not so easily obtainable by 
recourse to the telephone or by a friendly discussion over lunch. He suffers more 
: than his city colleague from the competition of unqualified accountants, and he 
ie im finds it more difficult te make contact with his local colleagues because of the 
infrequency of meetings. . . . But it would be a mistake to overlook the fact that 
the chief responsibility for safeguarding the interests of the country practitioner 
lies with the member himself. Even at the cost of some inconvenience he has a 
: special duty to the profession to keep in touch with professional affairs and he can 
— assist his fellow practitioners by passing on the benefit of his special interests by 
ae articles written for this Journal. 
antant Above all, he must recognise that the ultimate success of country and city 
“en practice alike depends chiefly upon service to the client. Unqualified competition 
uaa will not be met by a lowering of standards. The only sufferer in the long run will 
direct be the practitioner himself. 
s dur- Tue Accountants’ JournAL (New Zealand), 
as a April 1957 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


Conducted by Max Biock, C.P.A. 


Ethics of Hiring Accounting Personnel 


The professional ethics of hiring a 
staff accountant who, at the time of the 
interview, is an employee of another 
practitioner, presents practical problems 
to both the old and new employer and to 
the employee. 

The prospective employer’s actions 
are governed by a provision respecting 
employment practices contained in the 
rules of professional conduct of the New 
York State Society of CPAs and of the 
American Institute of CPAs. Both rules 
are identical in scope though worded 
somewhat differently. This is the New 
York Society Rule No. 15: 


“A member shall not directly or in- 
directly offer employment to an em- 
ployee of another accountant without 
first informing such accountant of his 
intent. This rule shall not be construed 





Max Btiock, C.P.A. (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant’s Prac- 
tice of the New York State Society of 
Certified Public Accountants. He is a 
lecturer at The City College of New 
York in the graduate course on Ac- 
counting Practice. Mr. Block is a 
member of the firm of Anchin, Block 
& Anchin. 
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so as to prohibit negotiations with any- 
one who, of his own initiative or in re- 
sponse to public advertisement, shall 
apply to a member for employment.” 


The purpose of the rule is to avoid 
manpower “piracy” because of its harm- 
ful effects on all employers. He who 
benefits today may well be a victim to- 
morrow. Irritations resulting from such 
actions can have undesirable repercus- 
sions in loosening the bonds that advan- 
tageously bring accountants together in 
professional association. 


Another purpose of the rule is to give 
the existing employer an opportunity to 
talk out with the staff member his rea- 
sons for wanting to leave and to have an 
opportunity to overcome them. The 
existing employer is entitled to this 
opportunity as a courtesy and_ because 
of the large investment that he may have 
made in the staff man by way of train- 
ing. 

Despite the laudable motives of the 
rule it is observed more in the breach 
than in compliance. Fortunately the 
effects are minimized by the fact that 
staff men give reasonable notice of their 
termination and that this notice does 
provide an opportunity for efforts to 
retain the departing employee, if the old 
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Administration of a CPA Practice 


employer so desires. A Society member 
may negotiate with an applicant even if 
the applicant has not previously advised 
his employer of his intent to leave. 

Where a voluntary applicant is accept- 
able, the prospective employer should, 
as a minimum, do the following: 

1. Inform the successful applicant 
that his employment is contingent on his 
giving his employer adequate notice, 
even if he has previously informed him 
of his intention to seek a new position. 


2. When the new employer has been 
advised that such notice has been given, 
he could then write to the old employer 
to confirm that adequate notice has been 
given. It might also be advisable for 
him to indicate the circumstances that 
brought the staff accountant to his office 
for interview, such as, response to pub- 
lic advertisement, recommendation by 
an employment agency, or other legiti- 
mate source. 

Where, however, a practitioner de- 
liberately seeks to “lure away” an- 
other’s employee, he should advise the 
existing employer of the proposed offer 
of employment at the time the offer is 
planned. 

As to the old employer, he has every 
tight to seek to retain his employee. If 
he fails in that endeavor he should not, 
because of his disappointment, impose 
any unwarranted obstacles on his em- 
ployee’s ability to improve his position. 
Nor should there be any feeling of pique 
at the new employer because he is en- 
titled to the hire of men who voluntarily 
seek him out. The old employer is en- 
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titled to fair consideration with respect 
to an adequate notice period. 

Where a staff man gives notice of 
intention to leave immediately before, 
or during, a seasonally busy period or 
other time of stress, the sensitivities are 
most acute. A staff man, in considera- 
tion of past benefits received, should 
manifest his appreciation by not leaving 
an employer “in the lurch.” If he is 
sure that his withdrawal will not create 
a really difficult problem, he should be 
as free as at any other time. If he is 
leaving his employer in an embarrassing 
position, then the prospective employer, 
on ascertaining this fact, has at least 
some moral obligation to help mitigate 
the effects. 


Should a practitioner be reluctant to 
hire a needed employee during a very 
busy seasonal period? He may feel 
some regret at having to perhaps incon- 
venience a fellow practitioner, but he is 
under no duty not to accept a voluntary 
applicant. 

Employees are usually reluctant to in- 
form an employer of their aim to seek 
a new job. They feel that they may lose 
their position long before they can se- 
cure another, or lose a bonus that they 
may soon be eligible for, or for any 
other reason important in their eyes. 
However, many a man might find that a 
discussion of his dissatisfaction with his 
employer may result in improvements 
that will cause him to reverse his posi- 
tion. Employers should encourage men 
to talk out their dissatisfactions to avoid 
unnecessary loss of good manpower. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss 


Social Security Benefits 


Accountants are frequently faced 
with inquiries from clients and their 
employees as well as from their own 
associates, relating to the many bene- 
fits accruing to covered individuals and 
their dependents under the Social Se- 
curity Law. This month’s department 
was prepared to provide some of the 
answers and to suggest some of the 
pitfalls, as a guide to the practitioner. 
As in other phases of practice, the ac- 
countant should be aware of the ex- 
istence of appeals procedures that the 
law makes available to him or his 
client when he feels that an unjust de- 
cision has been made by the Social 
Security Administration of the United 
States Department of Health, Educa- 
tion, and Welfare in denying a benefit 
application. With the rise in the num- 
ber of benefit applications, especially 
when made by persons claiming rights 
to benefits by reason of self-employ- 
ment income, as well as under the new 





SAMUEL S. Ress, an Associate Member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society’s 
Committee on New York State Taxation 
and Chairman of its Subcommittee on 
Unemployment Insurance, 
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disability benefit provisions of the Law, 
claims are being given more careful 
consideration before being approved 
than had been the practice of the Social 
Security Administration in earlier 
years. It becomes important therefore 
to know more about social security 
benefits. 


While it is important that the re- 
quired Federal Insurance Contributions 
Act taxes imposed on taxable wages, 
should have been reported and paid on 
time, as in the reporting of the true 
amount of self-employment income and 
timely payment of the tax thereon, the 
failure of an employer to file a return 
or to pay the FICA tax will not deprive 
the covered employee of his right io be 
credited with his earnings for social 
security benefit purposes. Such an oc- 
currence will create difficulties for an 
individual at a future date. As a safe- 
guard, an individual should check his 
social security earnings’ credits by 
sending a postcard at least once every 
three years, over his signature and next 
to his correct social security number 
and printed name, to the Social Se- 
curity Administration, Wage and Rec- 
ords Division, Candler Building, Balti- 
more, Maryland. A delay of over three 
years, may deprive the individual of 
an opportunity of having his social se- 
curity record corrected because of the 
statute of limitations. However an 
employer who omitted to file a report 
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of an individual employee’s earnings 
for FICA purposes, may do so after 
the lapse of the statutory period, and 
the individual will receive the benefit 
of credit for earnings reported for a 
period that would have been barred 
otherwise by the statute of limitations. 
Another precautionary measure that an 
individual should take to enable him 
to prove his earnings where an em- 
ployer may have neglected to file a cor- 
rect report (the error may relate to 
the reported social security number or 
to the amount of wages earned by 
claimant), is the retention of copies of 
form W-2 for each year and checking 
the amount of reported FICA earnings 
and deductions shown thereon. 

To get monthly payments for him- 
self, or for his family or survivors in 
case of death, an individual must have a 
certain number of “quarters of cover- 
age” depending upon the type of bene- 
fit claimed, his number of years of 
covered employment, date of his ap- 
plication for benefits and other per- 
tinent factors. 

To become eligible for disability 
benefits or to have the social security 
record frozen while he is disabled, an 
individual must have social security 
credit for at least 20 calendar quar- 
ters during the 10-year period immedi- 
ately preceding the disability date, and, 
in addition, at least 6 quarters of cov- 
erage during the 3 years immediately 
prior to the date of disability. These 
work requirements must be met by per- 
manently disabled persons applying for 
disability benefits between ages 50 and 
65, and for younger permanently dis- 
abled covered individuals, applying to 
have their social security accounts fro- 
zen so as to prevent the diminution of 
the average amount of their monthly 
earnings during a period of permanent 
disability. Special provision is also 
made for a permanently disabled son 
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or daughter of an insured individual 
who has died or retired, for which per- 
manently disabled child, disability 
benefits are paid regardless of any em- 
ployment record or age of the child. 
There is also special provision made 
for figuring the required period of 
coverage for individuals who have had 
active military service at any time after 
September 15, 1940 or for those who 
have had some employment in the rail- 
road industry. 

A “quarter of coverage” corresponds 
generally with a calendar quarter of 
total or partial employment, commenc- 
ing January Ist, April Ist, July Ist, or 
October Ist during a calendar year. For 
most types of employment, one quarter 
of coverage is achieved for each calen- 
dar quarter in which wages of $50 or 
more are earned. A self-employed per- 
son who has net annual earnings of 
$400 or more will earn four quarters of 
coverage for that year regardless of the 
actual number of quarters of self-em- 
ployment activity. If earnings from self- 
employment income are less than $400 
during a year, no credit is received for 
any quarters of coverage during the 
year on the basis of self-employment 
income. 

A farm employee gets one quarter of 
coverage for each $100 of cash wages 
covered by the law paid to him during 
the year. Quarters of coverage may 
have been accumulated in covered em- 
ployment as an employee at any time 
after 1936 or in self employment cov- 
ered by the law after 1950. Accountants 
as self-employed persons, either as part- 
ners in firms or as individual public 
accounting practitioners, obtained cov- 
erage in taxable years ending after 
1954. Persons self-employed in a trade 
or business became covered for taxable 
years beginning after 1950. Self-em- 
ployed lawyers, dentists, doctors of os- 
teopathy, veterinarians, chiropractors, 
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naturopaths and optometrists, became 
covered for the first taxable year end- 
ing after 1955 in which they had self- 
employment income of $400 or more. 

To be “fully insured” when the indi- 
vidual reaches retirement age (65 for 
men, and 62 for women who elect to col- 
lect benefits at a lower rate prior to age 
65) he must have at least one quarter 
of coverage earned any time after 1936, 
for each 2 calendar quarters after 1950. 
At least 6 calendar quarters are required 
in every case. When you have accumu- 
lated 40 quarters of coverage you are 
fully insured for life. The following 
table shows the quarters of coverage re- 
quired for fully-insured status in a par- 
ticular year in which retirement age is 
reached : 


Quarters of Coverage Needed 


Year in which you Jan.- July- 
reach retirement age June Dec. 
1953 or earlier 6 6 
1954. 6 ij 
1955 8 9 
1956 10 11 
1957 12 13 
1958 14 15 
1959 16 17 
1960 18 19 
1961 20 v4 | 
1962 me 23 
1963 24 25 
1964 26 27 
1965 28 29 
1966 30 ol 
1967 oz 33 
1968 34 35 
1969 36 37 
1970 38 39 
1971 or later 40 40 


An individual is considered “currently 
insured” when he becomes eligible for 
retirement payments, becomes perma- 
nently disabled, or dies, having at least 6 
quarters of coverage within the preced- 
ing 3 years. Not all benefits are payable 
when the individual is only currently 
insured. 


The types of benefits provided for 
the claimant depends upon the person’s 
insured status as indicated below: 
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1. Fully Insured: 

a. Monthly retirement payment to 
retired person over age 65; and to his 
wife age 62 or over; dependent children 
under age 18 or disabled; wife taking 
care of her disabled child regardless of 
her age. 

b. Monthly survivors payments to 
widow age 62 or over; or if dependent 
parents survive, for mother 62 or over 
and for father 65 or over. 

2. Both fully and currently insured: 

a. Retirement payments to dependent 
husband age 65 or over. 

b. Survivors Payments to dependent 
widower age 65 or over. 


3. Either fully or currently insured: 

a. Survivors monihly payments to 
widow or dependent divorced wife (re- 
gardless of age) if caring for a depend- 
ent child. 

b. Survivors monthly payments to 
dependent child (under 18 or disabled), 

c. Lump-sum payment to widow or 
widower, or to person who pays the 
burial expenses. 

4. Both fully and currently insured 
and have 20 quarters of coverage in the 
40 calendar quarters preceding dis- 
ability: 

a. Monthly permanent disability pay- 
ments to totally disabled claimants from 
ages 50 to 65. 


To guide the accountant in comput- 
ing the amount of benefits which his 
client may expect following his applica- 
tion for social security benefits or in 
anticipation of such application, the 


following tabulation of Retirement, 
Disability and Survivors Insurance 
Benefits payable to various _ bene- 


ficiaries on the basis of the insured in- 
dividual’s average monthly earnings. 
has been reproduced below. It is taken 
from the table prepared by the Social 
Security Administration of the United 
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shure “OASI-1956-5” issued following 


RETIREMENT AND DISABILITY INSURANCE PAYMENTS 


Payroll Tax Notes 


the 1956 amendments to the Social Se- 
curity Law in October of 1956, and is 
in effect at the present time. 

















———} Monthly retirement i | ; z 
Average | benefit at 65 or later,;Monthly retirement benefit Monthly retirement benefit, for cou- 
monthly | or disability benefit] for woman worker, start ple—man 65 or over, wife’s benefit 
earnings | at age 50—man or| ing at age—** starting at age- ¥ 
after 1950" | woman 1 62 63 64 | _ 62 63 64 65 
ee ~~ $30.00 $24.00 «$26.00 $28.00 $41.30 $42.50 $43.80 $45.00 
1 55.00 44.00 47.70 51.40 75.70 78.00 80.30 82.50 
68.50 54.80 59.40 64.00 94.30 97.10 100.00 102.80 
78.50 62.80 68.10 73.30 108.00 111.30 114.60 117.80 
88.50 70.80 76.70 82.60 121.80 125.50 129.20 132.80 
98.50 78.80 85.40 92.00 135.50 139.60 143.70 147.80 
108.50 86.80 94.10 101.30 149.30 153.80 158.30 162.80 








SURVIVORS INSURANCE PAYMENTS 











—Iverage Widow, f 
monthly | widower, child, Widow and Widow and Lump-sum *In figuring your average 
earnings or parent one child two children death monthly earnings after 1950, 
after 1950* (monthly) (monthly) (monthly) | payment _|you may omit 
W....... $30.00 $45.00 $50.20 $90.00 e As many as 5 years in 
; Z which you had low earn- 
| 41.30 82.60 82.60 165.00 ings. 
0 . 51.40 102.80 120.00 205.50 @ Any period in which your 
e earnings record was fro- 
Bir scaca» 58.90 117.80 157.10 235.50 zen because you’ were 
sca ae a disabled. 
Micka 66.40 132.80 177.20 255.00 **Payments to women 
y 73.90 147.80 197.10 255.00 workers and wives are per- 
— manently reduced if started 
81.40 162.80 200.00 255.00 before age 65. 


If in a year before a retired claim- 
ant reaches 72 years of age, his or her 
earnings exceed $1,200, the number of 
monthly benefit checks due for that 
year will depend on the amount of the 
benefit claimant’s total earnings. A 
retired worker, dependent or survivor 
who does not earn more than $1200 
ina year can collect benefit checks for 
all 12 months of the year. In general, 
a claimant will lose the right to one 
benefit check for each $80 or fraction 
of $80 of earnings over $1200 a year. 
The number of monthly benefits pay- 
able in any year after the year in which 
a claimant first becomes entitled 
benefits and before age 72 is as fol- 
lows, if he works in all the months of 
the year: 


to 


Monthly 
(Annual Earnings Benefit Checks 
$1200 or less 12 
1200.01 — 1280 1] 
1280.01 — 1360 10 
1360.01 — 1440 9 
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1440.01 — 1520 
1520.01 — 1600 
1600.01 — 1680 
1680.01 — 1760 
1760.01 — 1840 
1840.01 — 1920 
1920.01 — 2000 
2000.01 — 2080 

No matter how much you earn in a 
year, you can get the monthly payment 
for any month in which you neither 
earn wages of more than $80 nor ren- 
der substantial services in self-employ- 
ment. One performs substantial serv- 
ices by being actively engaged in the 
operation of one’s own trade or busi- 


mw WA ~1 0 


ness. 

Earnings from work of any kind 
must be counted even if the work is 
not covered for social security, as in 
the case of a parent in the employ of 
an individual owner of a_ business. 
However, income from interest, divi- 
dends, investments, pensions and_in- 
surance are not considered earnings 
for this purpose. 
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Conducted by RicHarp S. HELSTEIN, C.P.A. 


Dividend Credit 
Available For Dividends 


Loss — Business or Non-Business . 
Payment to Widow-Stockholder. 


Dividend Credit 

A special notice (TIR-67, 1/31/58) 
has been received announcing that the 
IRS will amend the Regulations, Section 
1.34-2, to follow the Springs decision 
(NYCPA, Vol. XXVII No. 12, Decem- 
ber 1957, p. 862). The Regulations will 
now provide that the limitation on the 
dividends received credit geared to 4 
per cent of taxable income shall be com- 
puted on taxable income including 50 
per cent of the excess of net long-term 
capital gains over net short-term capital 
losses. The notice advises taxpayers in 
the preparation of returns for 1957 to 
disregard all lines on the forms (and 
the instructions relating thereto) which 
indicate otherwise in the computation 
of the limitation for divi- 
dends and partially tax exempt interest 


on credits 





RicHarp S. Hevstetn, C.P.A., has been 
a member of our Society since 1940. He 
has been a member of the Committee on 
Federal Taxation, as various 
other committees. He is presently a 
member of the Committee on Publica- 
tions. 

Mr. Helstein has contributed to account- 
ing and other publications, and deliv- 
ered addresses before our Society and 
other professional societies. He is asso- 
ciated with J. K. Lasser & Co. 


well as 
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Inactive Loss Corporations . 
Involuntary Conversions — Enforced Sale: 
of Stock . . . Bequest in Lieu of Executrix Compensation . . 





Corporate Profits 


. Net Operating 
.. Forms: Offers in Compromise ... 
received. Claims for refund should be 


filed for all open years affected. 


Inactive Loss Corporations 

In a not unsurprising ruling, the 
Commissioner has taken the _ position 
that the net operating losses of an inac- 
tive corporation are not available to the 
purchaser of the stock of said corpora- 
tion. Thus, where a corporation has 
been engaged in a business and has 
been forced to discontinue that business 
due to economic reverses and for a peri- 
od of time remained inactive, even 
though the purchaser of the business re- 
activates it in the same line of business 
in which the loss corporation was en- 
gaged prior to its cessation of activity, 
the net operating losses are not avail- 
able under Section 382 (a) IRC 1954. 
Since the loss corporation was not ac: 
tive, any business activated would con- 
stitute a change in the business, and 
thus the loss corporation would not be 
engaged in a trade or business “sub- 
stantially the same as that conducted be- 
fore the change in percentage owner- 
ship of said stock.” (Rev. Rule 58-9 
I.R.B. 1958-2, 6.) 


Corporate Profits Available 

For Dividends 

A final link has been forged in the 
chain of decisions determining how to 
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ompute the earnings and profits avail- 
ible for “constructive” dividends to a 
stockholder who has diverted corporate 


! funds to his own benefit. 


Prior decisions and rulings estab- 
lished that the deficiencies in tax re- 
duced earnings and profits in the year 
to which they applied (Stern Bros. & 
Co. 16 TC 295, 195), and that fraud 
penalties accrued in the year in which 
the return was filed for purposes of 
determining earnings and profits (Es- 
tate of Esther M. Stein, 25 TC 940, 195, 
Acq. IRB 57-8, 6; Drybrough et al v. 
Com., CA-6, 1957, F. (2d); Rev. Rul. 
57-332. IRB 57-29, 8) which were dis- 
cussed in NYCPA Vol. XXVII, No. 2, 
February 1957, p. 137 and No. 9, Au- 
gust 1957, p. 648. 

Now the Tax Court has held in 
Sidney Stark, 29 TC-No. 17, that for 
the purpose of computing earnings and 
profits available for dividends, interest 
on the deficiencies shall be accrued an- 
nually for the taxable years involved, 
even though the deficiencies were liti- 
gated and finally determined in a subse- 
quent year. The Court distinguishes 
between the accrual of such interest for 
the above-mentioned purpose and_ the 
accrual of interest on litigated defi- 
ciencies for purposes of taking it as 
a deduction in determining taxable net 


income. The Tax Court, relying on. 


Commissioner v. Wheeler, (1945), 324 
US. 542, states: “It has been recog- 
nized that earnings and profits in the 
lax sense do not necessarily correspond 
to taxable income nor does it neces- 
sarily follow corporate accounting con- 
cepts. 

Involuntary Conversions—Enforced 

Sale of Stock 

In a ruling which may involve far- 
reaching consequences in view of the 
anti-trust actions by the Government in 
the case of companies such as DuPont 
and Cities Service, the Commissioner 
has held that forced sale of stock due to 
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anti-trust activities is not condemna- 
tion as referred to in Section 1033 (a), 
IRC 1954. Furthermore, the stock was 
not “destroyed, stolen, seized, requi- 
sitioned or disposed of as a result of a 
threat or imminence of requisition.” 
Since the disposition of the stock does 
not so qualify, the fact that the funds 
received from the sale of the stock are 
reinvested in similar shares of stock in 
another company, will not qualify it as 
an “involuntary conversion” and the 
gain will be fully recognized. (Rev. 


Rule 58-11, 1.R.B. 1958-2, 8.) 


Bequest in Lieu of Executrix 

Compensation 

A testator bequeathed a specific sum 
to an employee (who was also execu- 
trix) in recognition of long and loyal 
service. The bequest was also to cover 
all compensation for her services as 
executrix, but was not contingent upon 
her performing such services. 

No part of the amount bequeathed is 
taxable as compensation since it would 
have been received even if no services 
were performed. It is a gift or bequest 
under Sec. 102(a) IRC 1954. (Rev. Rul. 
57-398. IRB 1957-36, 7). 


Net Operating Loss—Business or 

Non-Business 

The taxpayer, an individual, had been 
engaged in the farming and ranching 
business since 1934. Until 1951, the 
ranching part of his business consisted 
in the raising of cattle for sale as beef 
(which is referred to as the “commer- 
cial” cattle business). In 1951, he de- 
cided to branch out to raising “breed- 
ing” cattle, and to that end purchased 
a herd in that year. Early in 1952, the 
latter herd developed a disease which 
incapacitated it for breeding purposes. 
The taxpayer then fed up the breeding 
herd and, in the latter part of 1952, 
sold most of the herd as beef at a loss. 
The taxpayer treated this loss as an op- 
erating loss and carried it back as a 


deduction on his 1951 return. This 
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the 
rounds that it was a non-business loss. 
The Tax Court, with four 
concurs. It that the loss was 
caused by the termination of a separate 


the Commissioner disallowed, on 
gr 
dissents, 


reasons 


branch of the taxpayer’s business, the 
breeding herd, rather than in  pursu- 
ance of a business regularly carried on, 
i.e., “commercial” cattle raising. (Gene 
Cluck et al, 29 TC-No. 2.) 

The authorities cited by the Court 
are not particularly persuasive in view 
of the facts in this case, and, indeed, 
distinguished in the 
dissenting opinion. Certainly, there are 


are convincingly 


several interesting questions raised. In 
view of the transfer of the diseased cat- 
tle from “breeding” to “commercial” 
operations, if they were sold at a gain, 
would it be reportable as a_ capital 
Would the feeding and sale of 
“breeding herd” be considered a 


gain? 
the 
separate trade or business for purposes 
of Sec. 446, IRC 1954, or, if the tax- 
payer were a corporation, the subchap- 
ter C This situation might 
have a different denouement under the 
1954 Code, since losses on sale of busi- 


sections ? 


ness property are includible fully in 
net operating losses (Sec. 172(d) (4); 
1.172-3(a) (3) (ii); see 
also Senate Finance Committee Report 


No. 1622, pp- 2id-2a)' 


Forms: Offers in Compromise 


Regs. Sec. 


The Service has announced a change 
in procedure involving Offers in Com- 


promise under Sections 7122 and 7809 


(6) (1). IRC 1954. Heretofore, offers 
of cash in compromise of liability were 
submitted on form 656 (printed on 
white paper). and offers of deferred pay- 
ment arrangements were set forth on 
form 656-C (printed on blue paper). 
After the present supplies of the afore- 
mentioned forms are exhausted, a re- 
vised form 656 (Rev. 7/57) will be 
used which will combine the informa- 
tion on the old forms and can be used 


for either type of offer in compromise. 
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Bes 


The new form will be printed on salma 
colored paper (Rev. Proc. 57-41, TR 


1957-52-59). 


Payment to Widow-Stockholder 

A corporation paid to the widow 
a deceased officer, was also 
stockholder in the corporation, $30,0( 
in twelve monthly installments. 
amount was equivalent to one yea 
salary of her husband. At the time 
the husband’s death, his salary had beg 
fully paid and no part of the $30,0( 
represented earnings of the husban 
The corporation intended the payme 
to be a gift, and filed a Wisconsin Gj 
Tax Return in respect of said paymen 
The widow filed a Wisconsin Donee 
Gift Tax Return. However, on the boo 
and records of the corporation, the pa 
ments were treated as ordinary busine 
expense, and the $30,000 was treated 4 
a deduction on the corporation 
return. 


WwW h oO 


The Commissioner contended that an 
distribution of any earnings by a co 
poration to a person who is a sto¢ 
holder are dividends as a matter of la 
and that, therefore, the amount was i 
cludible in the widow’s gross incomé 
The District Court holds that there i 
no support whatsoever for this positio 
It states that “whether or not a corpo 
rate distribution is a gift presents 
question of fact to be determined i 
each case.” In view of the facts in 
instant case, the Court held that the pay 
ment to the widow was a gift since th 
corporation filed a gift tax return with 
the State; since there was no obligatio 
to pay any additional compensation to 
the decedent; and since the corpora; 
tion derived no benefit from the pay-§ 
ment made. The Court also points oul 
that the widow performed no services 
for the corporation. As a_ result, the 
payment was not taxable income to the 
widow. (Louise Friedlander v. U.S.A 
U.S.D.C. East. Dist. Wis., 1/8/58.) 
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